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On July 7 President Eisenhower signed the bill making 
Alaska a state subject to referendum of its citizens. 
A general election is to be held in Alaska by Decem 
ber 1 to select two senators, a representative and 
elective state officers. Either at the general election 
or at a special election called for the purpose, Alaskans 
will vote on statehood. 
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IN THIS ISSUE 


Tax credit to the states. Our tax system, like Topsy, “just 
growed.” The agricultural-industrial transition, the great growth of 
population, the increasing demand upon government for services, point 
up the fact that in a modern progressive nation taxation needs to 
become more of a science. President Eisenhower has recognized, and 
so expressed himself at the Governors’ Conference a year ago, that 
consideration should be given to the possibility of shifting and reallo 
cating certain governmental functions between the states and the 
federal government. This would require a shifting of certain tax 
revenues. John Dane, Jr., explores the President’s proposal which 
would have impact upon the transferring from the federal government 
to the states a greater proportion of the revenue now collected at the 
federal level through the federal estate tax. Mr. Dane’s article begins 
at page 553. 

Mr. Dane is Associate Commissioner of Corporations and Taxa- 
tion in Massachusetts. His article is the basis of his address at the 


recent meeting of the National Association of Tax Administrators. 


Executive compensation. The old saw “You can’t have your 
cake and eat it too” is most applicable to the executive who wants, 
needs and deserves his large salary but who does not want the large 
tax bill that goes along with it. For this reason, a number of employ 
ment contracts are drawn with the idea of giving to the executive a 
larger portion of his earnings in spite of taxes. One simple way, of 
course, is to defer payment or part of the compensation until a later 
time, and while this method may be a partial solution to the taxation 
part of the problem, it has its dangers. Melvin Cornfield, whose article 
begins at page 557, has a suggestion that goes a long way toward 
meeting the objections which naturally arise from a plan of deferred 
compensation. 

Mr. Cornfield was an attorney advisor in the Interpretative Divi- 
sion of the Chief Counsel’s Office in Washington, D. C. He is a mem 


ber of the bars of Illinois and the District of Columbia and is now 
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associated with Thomas N. Tarleau of Willkie, Farr, Gallagher, Walton 
& FitzGibbon in New York City. 

More about Libson Shops. We had an article in our June issue 
entitled “Libson Shops: A Study in Semantics.” The theme was that 
this decision would very likely be misconstrued and misapplied. Now, 
at page 562, the same authors, Morton Levine and Louis Petta, discuss 
the Mill Ridge Coal Company case in which Libson Shops was cited and 
used by the court in favor of the government with telling effect. 

We are indebted to John E. Hughes of Chicago, who sent us 
copies of the briefs filed in the United States Court of Ay 
( 


| eals for the 


t 
Seventh Circuit in Old National Bank of Evansville v mimissioner, 
58-2 ustc 7 9623. This is a decision in which Libson Shops was applied 
by the Tax Court to defeat the taxpayer. However, the Seventh Cir 
cuit reversed the Tax Court 

You will remember that the Libson Shops decision of the United 
States Supreme Court involved this question: May a corporation re- 
sulting from a merger of 16 separate incorporated businesses, which 
had filed separate income tax returns, carry over and deduct the pre 
merger net operating losses of three of its constituent corporations 
from the postmerger income attributable to the other businesses? The 
Supreme Court held that this carry-over could not be made. Now, in 
the Old National Bank case, the issue was whether the surviving bank, 
after a consolidation or merger, could carry over the unused excess 
profits tax credit of a component bank. The Tax Court in its opinion 
in the Old National Bank case held: 

“In the Lihson case ... the question was whether a continuing 
corporation could deduct the premerger net operating loss of three 
of the corporations from the postmerger income.” As stated by the 
Supreme Court, the issue was whether or not the deduction could be 
made “from the postmerger income attributable to the other busi 
nesses 

In the Old National Bank case, the business which produced the 
unused excess profits tax credit also produced earnings in excess of 
five times the amount of the credit. The bank was not seeking to 
carry forward an unused credit of one business against the income of 
another. 

Both Mr. Levine and Mr. Petta are associates in the New York 
law firm of Bernard E. Singer. Both authors have degrees in account- 
rand in law, and Masters of Laws in taxation 


Ing 


LIFO inventories. Equitable considerations may evoke sym 


pathy, but they’re unavailing as an excuse for delinquency, which is a 
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harsh way of saying that you should have known the law even if you 
followed the Commissioner’s interpretation and he turns out to be 
wrong. Some 70 retailers, who inventoried their stocks in the same 
way as Macy’s Department Store does, did not follow the Commis 
sioner’s informal position and made a proper election to use the LIFO 
method. The Second Circuit in reversing the district court held that 
Macy’s failed to make a valid election to use LIFO. J. F. Barron 
discusses this decision and other related ones at page 565 in his article 


regarding the LIFO inventory rule. 


Mr. Barron is assistant professor of economics, University of 


California at Los Angeles. 


Federal sales tax. Suppose there was more reliance by the federal 
government on the sales tax for revenue. Should the sales tax be 
applied at the manufacturer or the wholesaler level? The article at 
page 573 explores the comparative advantages of taxes based on these 
levels. A pitfall of such a tax is pyramiding, because the sales tax 
levied below the retail level tends to be magnified. This results in a 
greater final cost to the consumer. 

This exploratory article is written by George E. Lent, visiting 
professor of business administration at the Amos Tuck School of 
Business Administration, Dartmouth College. It is of interest at this 
time because of the pending Forand bill—the excise tax bill. Professor 
Lent’s study originated while he was with the Treasury Department, 


although it is not intended to reflect Treasury views. 


Consolidated returns. Many years ago, the man who made buggy 
whips was faced with the decision of making other types of products 
or to go on making “the best damn buggy whips in the country.” And, 
according to the legend, he decided to make whips and did just that to 
the point of extinction. For all we know, he may still be making 
buggy whips either in a place where it would be much easier to sell 
air conditioners or in a place where wings and flying instruction are 
in demand. Modern businessmen diversify of necessity. Research and 
invention of new products require that they diversify to avoid the fate 
of the buggy-whip manufacturer. Management prefers to carry on its 
diversified activities each in its own corporate form. This decision 
requires consideration of the privileges of the consolidated return. 
Contrary to general belief, tax benefits of consolidated returns are not 
limited to big businesses, but small and medium-sized companies can 


make profitable use of them, too. 


The consolidated return is the subject of the article beginning 


at page 583. Its author is Morton F. Swift. Mr. Swift is a CPA in 
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Chicago and chairman of the Committee on Taxation of the Illinois 


Society of Certified Public Accountants. 


Multiple trusts. The trust device is almost as old as law itself, 
and prior to March 1, 1913, it was used for many purposes unconnected 
with income tax. Multiple trusts were useful for segregating assets 
which were intended to provide for different beneficiaries or to achieve 
different estate planning objectives. Multiple trusts are simply a 
number of separate trusts by the same grantor. In recent years, min- 
imizing income taxes has become an important reason for using mul- 
tiple trusts. Elsewhere in this issue, we have an article on deferred 
executive compensation. This is estate planning for life and self. Joel 
Irving Friedman and Henry Lamont Wheeler, Jr., whose article begins 
at page 588, discuss amony any other facets of multiple trusts the 
coupling of a deferred compensation arrangement with trusts for the 


benefit of widows and children. 


Mr. Friedman is a member of the New York law firm of Nathan, 
Mannheimer, Asche, Winer & Friedman. He is chairman of the Sec 
tion on Wills, Trusts Estates of the Bar Association in the City 
of New York and chairman of the Subcommittee on Estate Tax and 


Life Insurance of the American Bar Association 

Mr. Wheeler is an attorney in New York and chief counsel of the 
Estate Planning Corporation. This article was one of the lectures at 
the New York University Sixteenth Annual Institute on Federal 


Taxation. 


TAX-WISE NEWS 


‘a 
l HE SERVICE will tighten up on employ 


ers who fail to make prompt payment of taxes withheld. Final 


regulations on withholding have been adopted under two new 
Code sections authorizing the Service to require separate account 
ing for withheld income, social security and many excise taxes, 


by delinquent businesses. 
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To TAKE A DEDUCTION for a bad debt, 
the debtor must be insolvent and the debt worthless. A debt is 
not worthless merely because it is difficult to collect. The credit 
of the debtor may not be good—he may lack sufficient cash or 
quick assets to pay his debts immediately, but the debt is not 
necessarily worthless. Even if a debtor is insolvent, worthless- 
ness of the debt is not necessarily established if the debtor is 
still actively engaged in business. The creditor’s belief that his 
debtor is in bad financial condition is not enough to establish 
worthlessness of the debt—Frank J. Shippen, CCH Dec. 23,053, 
30 TC —, No. 69. 


THe PRESIDENT of a corporation who, 
together with his wife, owned 96 per cent of the stock, was paid 
a salary of $90,000 a year. This was based upon 4 per cent of 
gross sales. An executive in a comparable competing business 
was paid $53,000 a year. The Commissioner reduced the tax 
payer's salary to $36,000, but the Tax Court set it at $53,000. 
The Tax Court said that the testimony of the competitor was 
of little value although the court set the president’s salary at 
the same figure as that of the competitor—Lando Products, Inc., 
CCH Dec. 23,063(M), 17 TCM 652. 


OrpINAriLy when an endowment policy 
matures and is paid off by the insurance company, the excess 
over the premiums paid is taxable as ordinary income; but since 
an endowment policy is a capital asset if it is sold before maturity, 
this excess will be subject to the capital gain rates. Here is a 
case in which an attorney sold a $27,000 endowment policy on 


his life to his law partners 12 days before it would have matured. 


The matured value was $5,650 in excess of the premiums 
paid. He sold the policy at a $250 discount and so paid the tax, 
at the capital gain rates, on $5,400. This will probably result in 
a number of endowment policies being sold because of the saving 
in taxes that can be made.—Percy W. Phillips, CCH Dec. 23,077, 
30 TC —, No. 87. 


. 
Somer 38 YEARS AGO the Treasury De 


partment ruled that strike benefits payable to union members 


are taxable income. In 1957 the Treasury Department reaffirmed 
this principle and extended it to nonmembers. Last year Allen 
Kaiser went into the district court in Wisconsin because strike 
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benefits paid to him as a Kohler Company striker by the UAW- 
CIO were taxed. Although on strike, Kaiser was not a member 
of the union at the time of the strike when he received the “wel- 
fare benefit payments.” He did become a member after he began 
to receive strike benefits. In the instructions to the jury, the court 
asked if the jury thought the “welfare benefit payments” were 
given because he and his family were in actual need—“then such 
payments were gifts.” The jury answered “yes.” The court later 
granted the government’s motion to set aside the verdict and 
enter the judgment in favor of the government.—Kaiser v. U. S 


— 


57-2 ustc 7 10,042, and 58-1 ustc § 9294. 


Now, another striker (Samuel C. Fasone, Jr.) has filed a 
petition in the Tax Court. There is only $20.99 involved. He 
was a Westinghouse Electric Corporation striker and not a mem 
ber of the union during the entire period in which he received 


welfare benefit payments. 


\ TAXPAYER owned a truck terminal. 
\cross the street he owned several lots which he used as park 
ing space for his trucks and which he needed in the operation of 
the terminal. He was forced to sell these lots to the housing 
authority. This forced him to sell the terminal, and he invested 
the proceeds of both sales in a new terminal with adequate park 
ing facilities adjacent. The Tax Court held that the sale of both 
pieces of property constituted an involuntary conversion, and the 
gain made on the sale of the property was not recognized- 


Harry G. Masser, CCH Dec. 23,060, 30 TC —, No. 72 


4 hes 


THe STATUTE of limitations for assess- 
ment and collection of taxes runs from the date the return is 
filed. That normally is April 15. But if vou file your tax return 
earlier than that date, the statute of limitations runs from the 
normal due date, April 15.—Harry Scott, CCH lec. 23,037(M), 
17 TCM 619 


\\ HERE AN INSURANC! CONTRACT 


was ambiguous and the decedent's intent coul! be proved by 


parol evidence, the testator’s intent was carried out. Here’s what 
happened: The decedent had 20 insurance policies on his life 
drawn in such a way to secure the benefits of a marital deduction. 
However, two of the policies contained ambiguous clauses which 
the district court held insufficient to qualify the insurance pro 
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ceeds for the marital deduction. Counsel for both parties stipu- 
lated that in securing the beneficiary clauses, it was the insured’s 
intention to qualify the proceeds of the policies for the benefit of 
the marital deduction. The circuit court held that this being the 
legal result intended by the parties, it could not construe the 
contradictory provisions of the policies to produce a different 
result.—Fqgleston v. Dudley, 58-2 ustc § 11,807 (CA-3). 


Tus TAXPAYER leased a tractor for a 
total agreed rental of $10,750, payable monthly at the rate of 
$895 per month, including 6 per cent interest: of the unpaid 
balance of the lease. The lease stipulated that upon expiration 
of the lease, the taxpayer could buy the tractor for $1. The 
taxpayer deducted the monthly lease expenses, but the Tax Court 
held that this was a sales and purchase agreement, not a rental 
agreement. Watch the language in Code Section 23(a)(1)(A) 
Deductions are not allowed for rental payments of property to 
which the taxpayer will take title or is to take title. One indica 
tion of a sales and purchase agreement is the recitation in the 
so-called “rental agreement” at the time of purchase of the way 
in which the purchaser may take title —Quartzite Stone Company, 
CCH Dec. 23,012, 30 TC —, No. 47. 


‘a hy 
| HE TAX on the transportation of property 
was repealed as of July 31, 1958. This means that regardless of 


when the transportation begins or ends, if the freight is paid 
after July 31, there is no tax on it. Some refunds may be in 
order, particularly where charges on June or July shipments are 
paid after July 31. Remember, the applicability of the tax de 
pends upon the date on which the person liable for payment of 
the transportation charges makes payment on such charges. 


- 

I EDERAL income tax returns are not privi 
leged in a civil action. Where the returns are material to claims 
of the parties, the majority view is that income tax returns must 
be produced. The general rule as stated by the court is that the 
purpose of the Internal Revenue Code was to prevent wholesale 
disclosure of income tax information to persons who have no legiti 
mate interest therein, but in actions for damages, where loss of earn 
ings is an issue, income tax returns may be relevant and subject to 
inspection. This action was allowed in personal injury litigation. 


The returns were sought for the establishment of loss of earnings. 


(Continued on page 603) 
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Federal Estate Tax Credit 


By JOHN DANE, Jr. 


The President has proposed that some activities of the federal government, 

along with certain federal tax sources, be turned over to the states. 

This discussion, which was given as a speech before the National Association 
of Tax Administrators at Coronado, California, on June 9, 1958, 

sets forth the considerations involved in transferring from the federal government 
to the states a greater proportion of the revenues 

now collected at the federal level through the medium of the federal estate tax. 
Mr. Dane is associate commissioner of the Department 

of Corporations and Taxation of the Commonwealth of Massachusetts. 
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present discussion will be confined solely 
to explaining as objectively as possible the 
considerations involved in transferring from 
the federal government to the states a 
greater proportion of the revenues now col- 
lected at the federal level through the 
medium of the federal estate tax. 


Justification for Greater State Share 
in Death Tax Revenues 


Of all the types of taxes collected by the 
federal government, those involved with the 
transmission of property at death are prob- 
ably the most appropriate for transfer to 
the states, since from the time of the orig- 
inal settlement of this country, control over 
the disposition of the property of a decedent 
has indisputably resided at the state level. 
The right to dispose of property by will is 
given and regulated by state law, and the 
distribution of the property of intestate 
decedents is uniquely within the control of 
he state legislatures. Not even the most 
extreme advocate of centralization of power 
in Washington has suggested a constitu- 
tional amendment to enable Congress to 
supplant the statutes of wills of the various 
states by federal legislation. This being so, 
there is an inherent logic in giving to the 
states a greater, if not the lion’s, share of 
any taxes that may be collected in this area 


At this point, it might be well to point 
out that any rearrangement of functions and 
tax sources as between the states and the 
federal government need not, of necessity, 
be solely a one-way street. Those who see 
much merit in some of the President's sug- 
this area are not attempting 
to make the states all-powerful and the 
federal government a mere figurehead. What 
rational and 
reallocation of functions and tax 
Where the activity taxed is more 
amenable to federal control and regulation, 
a shift of related tax sources from the states 
to the federal government would seem 
equally desirable. An example in point is 
the so-called “third structure” or ton-mile- 
age taxes on interstate trucks. Anyone who 
has struggled with this problem and the 
problem of reciprocity in motor vehicle 
taxation would readily agree that here is a 
revenue source more appropriate to federal 
exploitation 


gestions in 


is sought, rather, is a 


efficient 


more 


sources, 


History reinforces logic in the argument 
for a greater participation by the states in 
the death tax field. Although the federal 
government invaded the death tax field 
sporadically, commencing in 1798, it was not 
until 1916 that it permanently staked out a 
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claim and the present federal estate tax, 
imposed on the transfer of the entire estate 
rather than on the amount going to each 
beneficiary, was enacted. The first credit 
for death taxes paid to the states was ir 

stituted in 1924 at a rate of 25 per cent ana 
this was increased to 80 per cent in 1926, 
at which time there was a _ considerable 
body of opinion which did then, as it does 
now, favor the entire elimination of the 
federal government from this field. In 1932, 
the Congress enacted higher estate tax rates 
ranging up to 45 per cent, but the rates 
under the basic 1926 act, which continued to 
be the measure of the state credit, were left 
unchanged. The rates of the 1932 act were 
raised successively in 1934, 1935 and 1941, in 
a fine disregard of Keynesian countercycli 
cal theories so warmly espoused in other 
areas of the economy where their political 
implications were more palatable. Since the 
latter date, with the exception of the in 
troduction of the marital deduction concept, 
the rates under the 1932 act have remained 
unchanged, 

Thus, we can see that whereas the original 
concept was that 80 per cent of the amount 
collected under the federal estate tax was 
ultimately to accrue to the benefit of the 
states, this has now been reversed, and in 
the fiscal year 1957, the credit allowed by 
the federal government for taxes paid to 
the various states amounted to 
mately 10 per cent of the gross federal 
estate tax before taking the credit into 
account. This 10 per cent over-all figure 
has remained relatively constant for a dozen 
years. 


approxi 


If 80 per cent state and 20 per cent federal 
was a sound distribution ratio in 1926, the 
question immediately presents itself as to 
what in the conditions affecting this prob 
lem has changed so as to justify a reduc 
tion in the states’ share to 10 per cent. 


Alternative Plans 
for Increasing States’ Share 


If, on the grounds of logical division of tax 
sources as well as on those of history, the 
share of the states in aggregate death tax 
collections should be increased, how are we 
to go about it? Basically, there would seem 
to be only three possible alternatives at the 
federal level 


(1) The credit for state death taxes paid 
could remain tied to the 1926 rate and ex 
emption structure, and the limitation on the 
credit could be raised to 100 per 
more of the liability calculated under the 
1926 law. 


cent of 
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(2) The present credit against the tax 
under the 1926 act could be left unchanged 
but be supplemented by a second or addi- 
tional credit geared to total federal estate 
tax liability under current rates. 

(3) The present credit could be scrapped 
altogether and replaced with one based on 
total federal estate tax liability. 


Criteria for Testing Plans 

he relative merits of these three plans 
can and should be analyzed from a number 
of different points of view. 
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Federal Estate Tax Credit 


“pickup” statute, if it referred merely to 
the tax under the 1926 act, would have to 
be reworded. 


Even more complex is the situation of an 
estate which currently is subject to a state 
death tax substantially in excess of the 80 
per cent credit under the 1926 act. Here, 
if we adopt the first alternative and merely 
increase the credit to, let us say, 100 per 
cent of the tax under the 1926 act, the fed- 
share of the 


eral government’s 


aggregate 
tax payable will be reduced but no further 
] 


runé 


s will come to the state which was, by 
t] , 


ypothesis, collecting under its ordinary 
tax statute more than 100 per cent of 
1926 act. 


result is not 
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death 


he federal tax under the There- 


re, if the only to be a de- 
rease in the aggregate taxes payable by the 
estate at the and federal levels, the 
state would have to enact an additional 
“pickup” tax equal to any additional credit 
granted. This additional “pickup” tax would 
be equal to the difference between the new 
and the existing credit. This problem which 
when taxes exceed the 
confined to any one 
methods of increas- 


State 


arises tate death 


existing credit is not 
of the three alternative 
ing the credit, and regardless of which one 
was adopted, an additional state pickup tax 
vould have to be enacted. 

Of course, in lieu of enacting new pickup 
taxes, states could get full advantage of any 
increased federal credit by appropriate changes 
in their death tax structures so that no 
pickup tax would be needed to use up the 
full credit. 
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Summing up, except in the cases of es- 
tates not subject to tax under the 1926 act, 
there would not to be 
among the three alternative 


creasing the 


choice 
of in- 
state’s 
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credit so far as the 


seem 





ability to secure the benefit of such in- 
creased credit is concerned. 


Effect of Each Plan on Distribution 
of Aggregate Credit Among States 


When we analyze the three methods of 
increasing the credit from the point of view 
of the percentage distribution among the 
48 states of the total amount of credits 
allowed on all federal estate tax returns, 
we find a different picture. The first alter- 
native of having the increased credit based 
solely on the 1926 act tax would make the 
least change in such percentage distribu- 
tion. However, to the extent that a credit 
based on total federal estate tax liability is 
brought into the picture, a change in the 
ratio will be brought about. Whether such 
a change will be significant or not depends 
upon the result of detailed computations for 
the various states which have not yet been 
made, For instance, if the third alternative 
were adopted and the credit based on a 
percentage, say 50 per cent, of the taxpayer's 
total federal estate tax liability, the relative 
increase in the credit would be greatest in 
estates under $100,000 where no credit is 
now available. To the extent that state A 
had more of such small estates than 
B, it would geta relatiy ely larger piece ol 
the total credit pie. But since by definition 
the pie will be larger than formerly, state 
B will still have its absolute take increased 
So long as the credit is kept to the same 
percentage regardless of the size of the 
there is reason to believe, until 
figures are adduced to the contrary, that 
any favoring of the with a 


State 


estate, 
poorer states 
relatively high percentage of small estates 
would not be too substantial. This supposi 
tion loses its validity, however, if a differen 
tial credit is injected into the picture 
Conceivably, a higher percentage credit could 
be given in the smaller estates, thereby em- 
ploying the death tax credit for equalization 
purposes. Such a result would be unfortu 
nate primarily because of the difficulty in 
determining statistically just how much 
equalization was secured. To the 
extent that equalization is a desideratum, it 
would better to achieve it by the 
grant-in-aid technique. 


being 


seem 


Effect of Each Plan on Administrative 
Convenience and Taxpayer Compliance 
So far as the third criterion is concerned, 
administrative and taxpayer 
compliance, not too much difference beween 
the various methods of increasing the credit 
presents itself. While at first glance, tying 
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convenience 
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the credit to over-all federal estate tax lia- 
bility seems simpler, the 1954 Internal Reve- 
nue Code has shown us that a schedule can 
easily be developed which bases the credit 
solely on the 1926 act liability. 


Effects Common to All Three Plans 


Having completed the examination from 
different points of view of the 
methods of increasing the credit, certain 
characteristics common to all methods pre- 
sent themselves. 

First: Any increase in the credit would 
tend, to some degree, to freeze the present 
federal estate tax rates. Under the present 
dispensation, a decrease in federal 
tax rates would have but slight effect on 
State revenues, 


various 


estate 


However, if the credit were 
increased to, let us say, 50 per cent of the 
federal estate tax 
computed, would some future 
otherwise willing to reduce federal 
tax rates, be deterred by apprehension as 
to the effect of such action on state death 
tax revenues? To some extent such a pos 
sibility must be admitted to exist. However, 
when the marital deduction was adopted in 
1948, this aspect of the problem, if con 
sidered at all, certainly was not a deciding 
factor. 

Second: To the extent that the federal 
credit was increased to, say, 50 per cent of 
the total federal liability, the relative con 
tribution of the states’ own death tax sys- 
tems to their total death tax revenues would 
be relatively small. The question would then 
be asked as to whether the complexity and 
administrative involved in differing 
state death tax systems—particularly those 
employing rather than 
taxes—would warrant the retention of such 
separate tax structures. Thus, the effect of 
increasing the credit might be to fit all state 
death tax systems into the Procrustean bed 
of the federal estate tax. For those states 
which prefer to levy, through an inheritance 
tax, a lower impost on dispositions going 


liability as otherwise 
Congress, 


estate 


costs 


inheritance estate 


to direct descendants than to strangers, this 
might seem a highly undesirable result. It 
would be ironical indeed if a proposal orig 
inally designed to strengthen the states and 
bring government back to the people should 
end up in imposing on the states a uniform 
federal death tax system 

\ recent best seller was entitled, H’here 
Did You Go? Out. What Did You Do? 
Vothing. Perhaps this would have been an 
appropriate title for the present discussion 
Certainly, it has gone “out” into a very diffi 
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Executive Deferred Compensation 


By MELVIN CORNFIELD 


This article deals with a phase of deferred compensation 

not often utilized, that is, the deferment of the receipt of securities 

instead of a fixed amount of money. It is the author's opinion 

that it is possible for an employee to enter into a deferred compensation agreement 
with his employer and still retain the flexibility 

of having the contract reflect inflationary pressures. 


a EXECUTIVE EMPLOYEE of a_ would not like to be tied down to the right 
ar corporation is about to enter int to receive cash several years hence. He 
contract with his employer for the new tells his tax adviser that he would prefer 
fiscal year. He will be in a high income _ to defer the income for purposes of income 
tax bracket if he takes his entire salary in tax, but also he would like the amount de- 
cash. However, he does not need his entire ferred to be “invested” in marketable 
salary presently, and he will reach retire- securities. 
ment age in five years. At that time his If the employer establishes a trust for 
income will be substantially reduced. The the employee and invests the proceeds in 
executive reports his income on the cash marketable securities, and the employee and 
basis. His tax adviser suggests that he his heirs are the irrevocable and nonfor- 
enter into an agreement with his employer to feitable beneficiaries of the trust, the em- 
defer his compe nsation to the period of his ployee would be taxed when the employer 
retirement and to spread the amount to be placed the funds in trust (1954 Code Sec- 
received over several years. The executive tion 402(b)). The employer could establish 
is willing to do this but is concerned that a trust in which the employee had only 
in the event of inflation, the amounts he will forfeitable rights. Under such an arrange- 
begin to receive five years hence will be of | ment, the employee would not be taxed 
considerably less value to him than if he until he actually received the securities or 
would have taken his salary and invested it. the proceeds therefrom under Section 402 
Even with present market conditions, he (b) of the Code. However, this arrange- 
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The author is associated with 
Thomas N. Tarleau of Willkie, Farr, 
Gallagher, Walton & FitzGibbon, 
New York City. Mr. Cornfield is a 
member of the bar in Illinois 

and in the District of Columbia. 


ment is not usually feasible as a practical 
matter since the employer would never re- 
ceive a deduction because of Section 404(a) 
(5) of the Code. Section 1.404(a)-12 of the 


regulations provides in part: 


“If an amount is paid during the taxable 
year to a trust or under a plan and the 
employee's rights to such amounts are for- 
feitable at the time the amount is paid, no 
deduction is allowable for such amount for 
any taxable year.” 


It would seem, therefore, that a trusteed 
arrangement would not work a solution to 
the problem. 


If the employer establishes a “reserve” in 
which securities are placed and to which the 
employee or his heirs have the entire right, 
including increments thereon, there is sub- 
stantial danger that the reserve will be con- 
sidered a trust. It is well established under 
the common law that the presence or 
absence of the words “trust” or “trustee” 
are not the decisive factors in determining 
whether a trust is created. It is generally 
held under New York law, for example, that 
the question of whether a trust is created 
depends on the existence of an intention to 
create a trust, and the intention must be 
merely to impose equitable duties on a per- 
son to deal with property for the benefit 
of another person.’ Further, a trust is 
deemed to be created instead of a debt 
when the person benefited under the agree- 
ment has the right to the income from 
property that has been set aside. The right 
to income is distinguished from a right to 


a fixed sum plus interest thereon. In the 
latter case, the courts have generally held 
that a debt rather than a trust has been 
created.” Therefore, if the employer agrees 
to establish a “reserve” and to set 
particular assets so that the employee as- 
sumes the economic risk for those assets, 
a trust may be created even though the 
words of trust have not been used. 


aside 


A provision in the agreement to the effect 
that the “reserve” is subject to the rights 
of creditors is strong evidence that no trust 
was created. However, the parties run the 
risk of the Service taking the position that 
a forfeitable trust was created, so that the 
employer would lose its deduction alto- 
gether under Section 404(a) of the Code. 

If the employee is to defer his income and 
if the employer is to be assured of his 
deduction, the parties must rely on an 
unfunded contract in which the employer 
agrees to pay amounts in the future. There 
should be no implication that a fund is to 
be established by the employer for the 
benefit of the employee. If the employee 
has preferred rights to particular assets over 
other creditors, the parties may find that 
they have created a trust. Theoretically, 
the parties could agree on an unfunded con- 
tract and provide that a fund be established 
to pay the debt of the employer in the event 
of default, without a trust being established 
for the benefit of the employee. Obviously, 
the risk is substantial that a trust would 
be considered established for the employee 
In such a case, the employer would lose 
his deduction. 

A non-negotiable contract of a private 
party to pay an annuity or to pay install- 
ments is not taxable to the employee when 
it is entered into, since it is not considered 
property, the equivalent of cash, or other- 
wise the receipt of a taxable economic 
benefit.” If the contract for deferment is 
entered into before the right to receive cash 
accrues, the employee would not be con- 





11 Scott on Trusts, Sec. 24, p. 181. See In re 
Babbage’s Estate, 106 N. Y. S. (2d) 332 (Sur. Ct. 
N. Y. Cty, 1951), for a recent statement of the 
rule in New York 

?See work cited at footnote 1, Sec. 12.2 
105; In re Folsom’s Will, 155 N. Y. S. (2d) 140, 
148 (Sur. Ct. N. Y. Cty., 1956): Restatement of 
the Law, Trusts, Sec. 12, Comment g, p. 43: 
Crossman Company v. Rauch, 188 N. E. 748, 263 
N. Y. 264 (1934); Petition of Travers, 32 N. Y.S 
(2d) 742 (1941). 

? Annuity cases: Commissioner v 
Kann, 49-1 ustc { 9271, 174 F 
Hooker v. Hoey, 39-1 ustc {§ 9268, 27 F. Supp 
489 (DC N. Y.), aff'd per curiam, 107 F. (2d) 
1016 (CA-2); Frederick J. Wolfe, CCH Dec 
15,692, 8 TC 689 (1947), aff'd per curiam, 48-2 
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(2d) 357 (CA-3): 
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ustc 7 9397, 170 F. (2d) 73 (CA-9); William E 


Freeman, 
J. Darsie 


CCH Dec. 14,320, 4 TC 582 
Lloyd, CCH Dec. 
903 (1936) Installment cases: James F. Oates, 
CCH Dec. 19,049, 18 TC 570 (1949), nonacgq., 
1952-2 CB 5, aff'd, 53-2 ustc § 9596, 207 F. (2d) 
711 (CA-7); Nina J. Ennis, CCH Dec. 18,543, 17 
TC 465 (1951) (involving a land contract not 
evidenced by a note or other evidence of in- 
debtedness): also Commissioner v. LoBue, 56-2 
ustc { 9607, 351 U. S. 243, where the Court dis- 
tinguished transferable stock from nontransfer 
able employee stock options As to the latter 
it is generally held that they are not taxable 
when received. Compare Stone’s Estate v. Com 
missioner, 54-1 ustc { 9209, 210 F. (2d) 33 (CA-3) 


(1945) ; 
9201, 33 BTA 
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Alaska has a well-educated 
population. On the basis of the 
1950 census, the figure for the 
median school years completed by 
Alaska residents was 11.3— 
practically the equivalent to 
high-school graduation. That 
accomplishment ranks Alaska ahead 
of nearly every State now in the 
Union.—Senator Thomas H. Kuchel. 


sidered to be in constructive re ceipt of the 
cash that he otherwise would have received.* 
Che Service has recently held that 
basis wheat farmer may defer his income by 
a timely contract with a elevator 
operator. This is the most significant public 
the Service on the deliberate 


a cash- 
grain 


comment by 
deferment of income of a cash-basis tax 
nonacquiescence in the 
Rev. Rul 


payer since the 


foc 


case The implication in 


ympensation may be deferred, 


é 
727, that 
spears to have been inadvertent 

deterring the 
compensation to a period of 
employee will be in a re 


In addition to effectively 
taxability of 
time when the 
duced tax bracket, the advantage of using 
the unfunded contract is to insure the em 
payment is 

There is 


deduction when the 


made to the 


ployer a 
actually employee. 
no payment to a trust, and the provisions 
of Section 404(a)(5) of 


actual payments made to the 


the Code can only 
apply to the 
employee. 
As indicated above, any contract that in 
effect funds property for the benefit of an 
employee is in danger of being considered 
a trust. Therefore, it is critically important 
that the 
employee 


between the employer 
that a 
trust res is to be established. If property 


agreement 


and avoid any inference 


‘Rev. Rul. 58-162, I. R. B. 1958-15, p. 12; 
Commissioner v. Oates, cited at footnote 3; 
Howard Veit, CCH Dec. 15,718, 8 TC 809, acq., 
1947-2 CB 4: Howard Veit, CCH Dec. 17,240(M), 
8 TCM 919 Wilfred Weathers, CCH Dec 
19,535(M), 12 TCM 314 See also Rev Rul 
55-425, 1955-1 CB 43, where the Service has held 
that amounts are not considered to be ‘‘made 
available’’ to an employee when the employee 
has made a prior irrevocable election to defer 
the receipt of compensation to a later time 
The same rule applies when a beneficiary of an 
endowment policy makes a timely election to 
defer the receipt of the proceeds (I. T. 3963, 
1949-2 CB 36 (issued prior to the enactment of 
Sec. 72(h) of the Code, which incorporates the 
rule in a more liberal form)). 


Deferred Compensation 


can be identified from the agreement and 
if the income therefrom may be considered 
devoted to the employee, there is substan- 
tial risk of the being con- 
sidered a funded one by the courts. 


arrangement 


The agreement between the employer and 
the employee should provide, in lieu of a 
portion of the salary, that the employer 
will deliver on certain specified dates to the 
employee specified securities and that the 
employer is under no obligation to maintain 
these securities or other properties for the 
benefit of the employee during the period of 
employment. The value of the securities 
would be the equivalent of the amount of 
the salary deferred. The agreement should 
also provide for the addition of stock divi- 
dends and stock splits that may be declared. 
If the period of deferment is substantial, the 
employee will probably want to retain the 
right to make a change in the securities to 
be delivered. The contract could provide 
that the employee may further elect to 
substitute securities of equivalent value on 
te of If substitution is 


he substitution 


the d: 


4 
provided for, the agreement should provide 
that the value of the new stock should be 
reduced by any taxes the employer would 
have had to pay had he sold the stock, and 
increased by any tax benefit which would 


have accrued had he sold the stock at a loss 
regardless of whether sub- 
is have taken place, the employer 
will realize a capital gain when the securities 


In addition, 


stitu 


are to be delivered to the employee, since 
the securities are considered by the Service 
to be used to satisfy an indebtedness.’ 
Dividends declared and interest due on the 
securities may also be added to the amount 
that the employer will be obligated to pay 
the employee during the period of retire- 
ment reduced by the tax bracket of the 
employer. If they are not added, the case 
even stronger that no trust has 
been established. Alternatively, the agree- 


is made 


5 1955-2 CB 25. In that case, amounts received 
by a baseball player were held to be taxable 
when received, even though received in years 
after it was earned. The revenue ruling appears 
to have been concerned with whether a gift was 
made and inadvertently also ruled on the year 
of taxability 

*Section 1.404(a)-12 of the regulations pro- 
vides that unfunded pensions paid directly to 
former employees are deductible, since the rights 
of the former employees to such payments are 
nonforfeitable. 

™ Rev. Rul. 56-270, 1956-1 CB 325, where a 
bonus of stock was held to be taxable to the 
employer to the extent of the difference between 
the fair market value of the stock and his basis: 
similarly, where an employer contributed the 
stock to a qualified employees’ plan (I. T. 3357, 
1940-1 CB 11). 
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Do the majority of the Alaskan 
people desire statehood? 

In 1946 ...a general referendum 
was held in Alaska on the question. 
It resulted in a 3-to-2 majority 

in favor of statehood. 

...in 1956, the people of Alaska 
again passed upon the issue of 
statehood by ratifying a proposed 
constitution for the new State, 

this time by a majority of more than 
2 to 1.—Senator Frank F. Church. 


ment could provide that the employer would 
pay interest on the portion of the salary 
deferred. 


Of course, the employer will probably 
desire to acquire assets to enable him to 
pay his obligation. The most satisfactory 
manner of accomplishing this would be to 
acquire the securities of the corporation 
designated in the agreement. The mere fact 
that the securities held by the employer 
correspond with the securities to be de- 
livered to the employee does not mean that 
these securities are held in trust. Cer- 
tainly the employer could provide for his 
obligation to the employee by establishing 
a cash reserve. The fact that the reserve 
consists of securities should not change the 
result. Indeed, if the employer thought the 
choice of the employee was ill-advised, it 
could fund the reserve as it saw fit. 

The difficulties and tax consequences of 
a plan involving delivery of stock purchased 
in the market suggests another, simpler pos- 
sibility. Assume the employer agrees to 
deliver its own stock to the employee, and 
the employee has the right to substitute, for 
example, United States Government obli- 
gations. The employer will realize no in- 
come if the stock is sold pursuant to election 
by the employee or upon final distribution 
to the employee under Section 1032 of the 


Code.’ 


If the employee elects to substitute 


bonds, the employer would realize no gain 


on disposition of any securities it held in 
reserve; and if the employee elected to 
substitute the bonds back into stock, any 
gain or loss would be relatively insignificant. 

The unfunded contractual arrangement 
does not differ from a funded contract only 
in form. The employee is not a preferred 
creditor, except for any statutory preference 
he may have for wages, nor have assets 
been set aside for him. Any reserve estab- 
lished by the employer is subject to the 
risks of the employer’s business, and the 
employer may not be said to have separated 
any funds from his business. In the case 
of where the employee is to receive the 
employer’s own stock, certainly the agree- 
ment is subject to the risk of the employer’s 
business. The reserve is for the benefit of 
the employer, not the employee. Since the 
employer has not “paid” any amount to 
another entity, it is difficult to imagine that 
the employee would be considered to have 
“received” anything. The significant dif- 
ference between the promise to deliver secu- 
rities and the promise to pay cash is that 
in the former situation, the value of the 
promise at the date the contract is entered 
into is much less certain. If the agreement 
is made non-negotiable and nontransferable, 
there is little question that the contract will 
not be considered a taxable economic benefit 
when entered into. Compare the employee 
stock-option cases where only stock options 
that were substantially equivalent to market- 
able stock warrants were considered taxable 
when received.” 

Although the consistently 
considered the receipt of a private contract 
to pay amounts in the future to be nontax- 
able, the position of the Internal Revenue 
Service has not been made clear. See the 
outstanding nonacquiescence in the Oates 
case." See, however, the acquiescence in 
the Amend” and Veit” decisions, and Rev 
Rul. 58-162, I. R. B. 1958-15, page 12. In 
the past the Service has affirmatively taken 
the position that a private annuity contract 
is not the equivalent of property.“ Until 


courts have 





§ Casale v. Commissioner, 57-2 ustc 9 9920. In 
that case, the court held that insurance pre- 
miums paid on the life of the sole stockholder 
by a corporation to fund an agreement with the 
stockholder deferring compensation were not 
taxable to the stockholder. The insurance con- 
tract was not required by the employment agree- 
ment. The court pointed out that the insurance 
contract was simply another asset of the corpo- 
ration subject to the claim of creditors in the 
event of insolvency. 

* Section 1032 provides that no gain or loss 
shall be recognized to a corporation on the re 
ceipt of money or other property in exchange 
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for stock (including treasury stock) of the cor- 
poration. Section 1.1032-l(a) of the regulations 
provides “‘A transfer by a corporation of shares 
of its own stock (including treasury stock) as 
compensation for services is considered, for 
purposes of section 1032(a), as a disposition by 
the corporation of such shares for money or 
other property.” 

” See the last sentence of footnote 3 

"1 James F. Oates, cited at footnote 3 

"J, B. Amend, CCH Dec. 17,122, 13 TC 178 
acq., 1950-1 CB 1 

% Cited at footnote 4 

4% See the cases cited at footnote 3 
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the nonacquiescence in the Oates case has 
been clarified or withdrawn and the position 
of the Service made clear, it may be desir- 
able to make the employee’s interest in the 
forfeitable on stated con- 
tingencies. This procedure reflects the re- 
quirements in Section 402(b) that the interest 
of the employee be nonforfeitable at the 
time the contribution is made in trust if the 
employee is to be taxed at that time. 


contract certain 


A typical forfeiture clause provides that 
the employee forfeits his rights to the de- 
ferred compensation if after termination of 
employment, he competes with the business 
conducted by the employer. The difficulty 
with the use of this contingency is that if 
the covenant is broad and not limited as to 
time and place or if it is wider than reason- 
for the protection of the 
employer’s business, it may be considered 
an invalid restraint.” On the other hand, 
if the covenant is sufficiently narrow so as 
not to be considered an invalid restraint, 
it may be that the forfeiture provision is not 
so burdensome as to substantially affect 
his rights under the agreement, in 
case the courts may ignore it. 


ably necessary 


which 


Another contingency often found in de- 
ferred compensation agreements provides 
that during the period of deferment, the 
employee is required to render such con- 
sultant to the company shall 
have been reasonably requested by the com- 
pany from time to time. 
ment is otherwise 
event of death 
likelihood 


not 


services as 
Where the agree- 
nonforfeitable the 
disability, there is a 
that the compensation 
be construed to be for services 


in 
or 
strong 
would 
rendered during the period after termination 
from service. Rather, the contract would 
most likely be construed to mean that his 
right to compensation for services performed 
while in the employ 

subject to forfeiture if 


of the employer was 
he was not available 


TAX ‘‘OUCHI"’ BRINGS POSTAL 


Having already figuratively been 


put through the tax “wringer,” an 
Oregon taxpayer felt it was expecting 
too much to put him through a postal 
So, on the 
enclosed 


cancellation machine also. 


envelope in which he his 


* Restatement, Contracts, Secs. 515 and 516 
See especially the last illustration under Sec 
516(f) where a promise never to engage in a 
competing business in the same town as his em- 
ployer was considered an unreasonable restraint 
of trade (Williston on Contracts, Sec. 1643) 
See, for example, Insulation Company, Inc. v. 
Cuomo, 137 N. Y. S. (2d) 46 (DC N. Y., 1954), 


Deferred Compensation 


for consulting services. Such a provision, 
however, is vague as to the amount of con- 
sulting required and may be even unenforce- 
able for that reason, or if enforceable, not 
so burdensome as to amount to a significant 
forfeiture. Therefore, it is suggested that 
such a contingency state explicitly the 
nature of the consulting required. 

Another contingency sometimes found in 
deferred compensation contracts is that the 
payments will be reduced in the event the 
employee earns during the period of defer- 
ment amounts in excess of a certain per- 
centage of his average earnings during the 
period covered by the employment contract. 
This contingency would seem to be quite 
substantial in its nature and effectively 
dispel any doubts as to whether the con- 
tract is taxable when entered into. 

To summarize, it is the writer’s opinion 
that it is possible for an employee to enter 
into a deferred agreement 
with his employer and still retain the flexi- 
bility of having the contract reflect infla- 
tionary pressures. The practitioner must, 
however, use care in providing that the con- 
not inadvertently establish a 
trust, for if a trust is established and the 
rights of the employee are nonforfeitable, 
the employee will be taxed when the secu- 
rities are placed in trust If a trust 
established and the rights of the employee 


compensation 


tract does 


is 


are forfeited, the employer will lose forever 
his deduction for amounts placed in trust. 
An unfunded deferred contract, however, 
permits the employee to defer receipt of the 
income and to defer taxation until the secu- 
rities are actually received by him, and the 
employer would receive a deduction at that 
time. The disadvantage of this plan is that 
the employee must be content to be merely 
a creditor of the employer, and his interest 
must be subject to the hazards of the 


employer's business [The End] 


NOTE 


state tax return, 
printed the following instruction 
the postmaster: 

“Hand Cancel. 
here.” 


income neatly 


to 


he 


My 


right arm is in 


for the rule in New York that a covenant not 
to compete incident to a mere contract of em- 
ployment is not treated on the same basis as a 
similar agreement incident to a sale of a busi- 
ness An agreement limited as to time and 
space will not be enforced unless extraordinary 
services are involved, solicitation of employer's 
customers, trade secrets or unfair dealing. 
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Libson Shops 
Applied to the Single Corporate | 


t 
! 


The district court opinion in the Mill Ridge Coal Company case 

has misinterpreted the Supreme Court's decision in the Libson Shops case 

by applying it to a single corporate taxpayer, according to this article. 

Mr. Levine and Mr. Petta present this as a supplement 

to their analysis of the language in Libson Shops which appeared in our June issue. 
They are associates in the New York City law firm of Bernard E. Singer. 


N OUR ARTICLE on the Libson case’ 

appearing in the June, 1958 issue of 
TAXES,” we went into considerable detail 
in analyzing the language used by the 
United States Supreme Court in reaching 
its decision that under the 1939 Code a net 
operating loss carry-over of a predecessor 
corporation was not available to a succes- 
sor corporation which absorbed its prede- 
cessor in a statutory merger. We expressed 
the opinion that the courts would have diffi- 
culty in analyzing the language of the case 
and pointed out instances where this had 
already occurred.* 

Since the submission of our article the 
recent Mill Ridge decision‘ has misinter- 
preted the language of the Libson case and 
has applied it to a situation far afield from 
the facts in Ltbson. To our knowledge, the 
Mill Ridge case is the first case in which any 
court has attempted to apply Libson to a 
single corporate taxpayer, and if extended 
it will have a chaotic effect on the usability 
of a single corporation's own carry-over 
Another aspect of Mill Ridge is its 
impact on Section 269.5 Because of these 
two elements, tax practitioners will be well 
advised to follow any appeal to the Fifth 
Circuit.® 


k SS. 


1 Libson Shops, Inc. v. Koehler, 57-1 ust 
{ 9691, 77S. Ct. 990. 

2 Morton Levine and Louis Petta, “Libson 
Shops: A Study in Semantics,’ 36 Taxes 445 
(June, 1958). 

* Article cited at footnote ., at footnotes 2, 21. 

4 Mill Ridge Coal Company v. Patterson, 58-1 
ustc § 9489 (DC Ala.). 

®*A discussion of Sec. 269 (and predecessor 
Sec. 129 of the 1939 Internal Revenue Code) is 
beyond the scope of this article. Cf., however, 
Alprosa Watch Corporation, CCH Dec. 16,559, 
11 TC 240; Elko Realty Company, CCH Dec. 
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~ 22,810, 29 TC 
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In Mill Ridge the taxpayer was a corpo- 
ration engaged in the business of producing 
and selling coal in Kentucky. It sustained 
net operating On December 31, 
1953, all of iis stock was sold to new inter- 
ests, and thereafter the taxpayer evidently 
discontinued the coal business and engaged 
primarily in the business of selling and 
distributing bunker oil in Alabama. The oil 
business was profitable. In its tax return 
for the fiscal year ended August 31, 1955, 
the taxpayer deducted from its 1955 bunker 
oil profits a net operating loss carry-over 
sustained in its coal business prior to De 
cember 31, 1953. 


losses. 


The Commissioner disallowed the claimed 
net operating loss deduction not, however, 
on any Libson-type theory, but rather on the 
basis of Section 129(a) of the 1939 Internal 
Revenue Code.’ The taxpayer paid the de- 
ficiency, filed a claim for refund, and after 
the claim was disallowed, brought a refund 
suit in the district court of Alabama. 


The tried a jury and 
Judge Lynne charged that Section 129 was 
inapplicable as a matter of law on the 
ground that Section 129 not prevent 
a taxpayer from using its own loss.” He 


case was before 


does 


. No. 106, on appeal CA-3; 
Coastal Oil Storage Company v. Commissioner, 
57-1 ustc { 9518, 242 F. (2d) 396 (CA-4). 

® To date no appeal has been taken 

*The Commissioner also disallowed certain 
claimed interest deductions which were in issue 
in the refund suit but are not here pertinent 

’ The charge on the Sec. 129 point was as 
follows: 

“In my opinion, that section has no bearing 
on this case, although I am quite sure and I 
find, if I am permitted to do so, from the un- 
contradicted evidence in this case that the 


TAXES —The Tax Magazine 





Taxpayer 


By MORTON LEVINE 
and LOUIS J. PETTA 


nevertheless directed a verdict for the 
ernment to the effect that the taxpayer was 
not permitted, as a matter of 
its own net operating loss carry-over 
Lynne’s that the 
Court’s decision in the Libson case did not 
permit a single corporate taxpayer to offset 
the loss of one business against the profits 
of another business.” This charge 
dently made without request 
government 


gov- 


law, to use 
Judge 


reasoning was 


Was evi- 


The heart of Judge Lynne’s analysis of 


Libson is contained in the following portion 
of his charge 
“The [Supreme] court did not say that 
they would not permit that net oper- 
ating loss carryover because of the fact that 


the merged corporation was not the same 


as were the individual retail 


It laid 


taxable entity 
corporations which merged with it. 
that contention to and 
‘The requirement of a continuity of busi- 


one side said 


ness enterprise as applied to this case is in 


accord with the legislative history of the 


(Footnote 8 continued) 

principal purpose of the present stockholders 
in acquiring the stock of the plaintiff corpora- 
tion from the former stockholders, the DeBar- 
delebens, was the avoidance of taxes by claim- 
ing the right to recover the losses which the 
old corporation had But even though that 
was the principal purpose and under the un- 
contradicted evidence it was the _ principal 
purpose, the section, in my opinion, does not 
apply for several reasons In the first place, 
the acquisition by the present stockholders of 
the control of the plaintiff corporation did not 
serve to secure to the present stockholders any 
deduction credit or other allowance which such 
person, meaning the new stockholders or any 
one of them, or the corporation, would not 
otherwise enjoy The plaintiff, which is the 
Mill Ridge Coal Company, before the sale of 
its stock was entitled to the benefit of a net 
operating loss carryover. Therefore the acqui- 
sition of the control of the plaintiff by the 
present stockholder did not result in securing 
to the plaintiff, the corporation, the net operat- 


Libson Shops 


Supreme 


from the 


this, 


carry-over and carry-back provisions’. I! 
read you one of the carryover provisions. 
‘Those provisions were enacted to ameliorate 
the undoubtedly drastic consequences of 
taxing income strictly on an annual basis. 
They were designed to permit a taxpayer 
to set off lean years against its lush years 
and to strike something like an average 
taxable income computed over a_ period 
longer than one year.’ And again in speak- 
ing of legislative history, the court 
‘What history there is suggests that Con- 
primarily with the 
fluctuating income of a business’. 

. The concluding that 
opinion is, ‘We conclude that petitioner is 
not entitled to a carryover since the income 
against which the offset claimed 


not produced by substantially the 
| 


Says, 


gress was concerned 
single 


sentence of 


was was 
same 


yusiness which incurred the loss’.” 


In our opinion the premise set forth in 
the first sentence of the above quote is a 
misreading by Judge Lynne of what the 
Supreme Court said. As analyzed in our 
article,” the Supreme Court did hold that 
the net operating was de- 
nied because the was 
not the taxable 
individual retail corporations. In 


loss carry-over 
merged corporation 
were the 
tact, the 
of the Supreme Court's decision 
separate entities 
volved. This is evident from the 
of the Supreme Court that “the contentions 
of the parties require us to decide” 
supplied) whether the corpora- 
“the 


predecessor components 


same entity as 


very gist 
were in- 


statement 


is that taxable 


(italics 


successor 


tion was taxpayer” sustaining the 


losses of the 


The Supreme Court did lay aside certain 


contentions, but they were not those sug- 


[The government's 
under no 


gested by Judge Lynne 


major contention was that cir- 


ing loss carryover because it already had it. 
The present stockholders did not secure any 
deduction credit or other allowance through 
their acquisition of the stock from the DeBar- 
delebens because they, as individuals and for 
the purpose of applying this section there is a 
distinct difference between the corporate entity 
and the stockholders, they themselves are not 
entitled, they are not claiming as individual 
stockholders the benefit of a net operating loss 
carryover 

This in effect is an approval of the dictum in 
Alprosa Watch. If Mill Ridge is appealed, the 
Fifth Circuit would then have the opportunity 
to compare the Alprosa dictum with the holding 
of the Fourth Circuit in the Coastal Oil case. 

’ Judge Lynne acknowledged that the facts in 
the present case differed from Libson, and that 
the Supreme Court in footnote 9 made it clear 
that it was not passing on situations involving 
single corporate taxpayers He stated, how- 
ever, that the reasoning of Libson was com- 
pelling. 

1” Cited at footnote 2, at p. 446 
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cumstances could separately chartered cor- 


porations be the same taxpayer, and the 
petitioner contended that separately char- 
tered corporations amalgamated by statu- 
tory merger could be the same taxpayer. 
The Supreme Court said that it was unnec- 
essary to discuss “this issue” because of the 
government’s alternative argument. It is to 
this part of the decision that Judge Lynne 
evidently referred when he said that the 
Supreme Court “laid that contention to one 
side.” However, as we pointed out in our 
article, cited at footnote 2, at footnote 5, 
the words “this issue” do not refer to the 
underlying issue as to whether the peti- 
tioner is “the taxpayer” but rather to the 
separately chartered corporation v. statu- 
tory merger tests offered by the govern- 
ment and the petitioner. 

The alternative argument adopted by the 
Supreme Court is the continuity-of-business 
enterprise test to determine whether a 
successor corporation is the same taxpayer 
as its predecessor. As the Supreme Court 
said, “Only to that extent is the same 
‘taxpayer’ involved.” This means that where 
there is continuity of business, the successor 
corporation is the same taxpayer as its 
predecessors, and where continuity is ab- 
sent, they are different taxpayers. 

The error in the Mill Ridge opinion is due 
to the failure to recognize that the continuity- 
of-business test in Libson was directed solely 
to ascertain the identity of the taxpayer, 
and that the test does not apply where there 
is no dispute as to identity. The Libson 
excerpts in the district court opinion do not 
support the court’s conclusion but rather 
are entirely consistent with the above analy- 


A LARGER FEDERAL ESTATE TAX 


cult and complex area, and if it is to be 
measured solely in terms of definite conclu- 
sions, the answer to the second question 
must clearly be: “Nothing.” What has been 
attempted, however, is to stimulate thinking 
in this important but involved area in the 
hope that the more trained and experienced 
minds that are working on the problem, 
the more likely it is that an effective solu- 
tion may be found. It may be that all three 
of the suggested solutions will be rejected 


The key words in the excerpts are 
“single business” in referring to Congres- 
sional history, and “substantially the same 
businesses” ™ in referring to the concluding 
statement of the Supreme Court. The seman- 
tics of the Libson decision indicate that 
“single business” means the composite busi- 
ness activities of one taxpayer; “same busi- 
refers to Libson’s failure to meet 
the business-continuity test by not carrying 
on its predecessor’s business, with the re- 
sult that the successor was a different tax- 
payer.” 

On its particular facts, the Mill Ridge 
decision presents no problem under current 
law because, as pointed out by Judge Lynne, 
the 1954 Code covers this precise situation.” 
The rationale of the decision, however, can 
create chaos to single corporations carrying 
on several divisional businesses. This is so 
because the basis of the decision in Mill 
Ridge is change of business, not change of 
ownership. Under Mill Ridge, a single tax- 
payer could not utilize its own loss against 
profits of a different divisional business 
even where there is no change of ownership. 
Under this doctrine, if a taxpayer sustains 
losses in a business, he would be faced with 
the unenviable alternative of either continu- 
ing a_ losing changing to a 
profitable one at the sacrifice of his loss. 
It is a basic concept of taxation that the 
loss of a single corporation is computed by 
combining the profits and losses of all of 
its business operations. It would take an 
act of Congress to change this fundamental 
rule rather than an extension of a Supreme 
Court decision decided on an entirely dif- 


ferent factual basis. [The End} 


sis. 


ex ” 
nesses 


business or 
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as being unnecessarily complex for the re- 
sults to be accomplished. In that event, one 
may be tempted to consider whether the 
only solution, consonant with the principles 
enunciated by the President last year at 
Williamsburg, might not be to turn the 
entire collection of death taxes back to the 
states with a contemporaneous surrender by 
the states of other tax sources which could 
be more effectively exploited at the federal 
rather than at the state level. [The End] 





’ 


i The 
pears as 


word 
‘business’ 


‘*businesses’ 
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inadvertently ap- 
in the reported transcrip- 
tion of the charge to the jury. 
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“= The matters covered by the Libson quota- 
tions are analyzed in detail in our article 
cited at footnote 2, at pp. 450, 451, and for the 
sake of brevity they are not repeated here. 

18 See Sec. 382(a). 
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HOW THE 
RETROACTIVE 
ELECTION 

OF THE 


By J. F. BARRON 


OPTION 


This article concludes that it was not the intention 

of Congress, the business community or the Treasury that LIFO be used 

by all business firms. The method has been used 

with varying degrees of success since the Hutzler decision in 1947. 

Two recent decisions, Kaufmann and Baer Company and R. H. Macy & Company, 
reaching opposite conclusions on the permissibility of retroactive 

election of LIFO, have reopened the whole question of intent to speculation. 


T WO recent legal actions concerned with 


election of the LIFO 
method of inventory valuation for income 
tax purposes have been presented to the 
for adjudication. In one of these 
actions (the ,Gimbel case) the Court of 
Claims held that election was 
not permissible. In the second action (the 
Macy case) a district court held that retro- 
This de- 


cision was reversed by the court of appeals, 


the retroactive 


courts 


retroactive 


active election was permissible. 


and such election was held not to be per- 
missible.’ 


1 Kaufmann and Baer Company v. U. 8., 561 
ustc { 9266, 137 F. Supp. 725: R. H. Macy € 
Company v. U. S8., 57-1 vustc 9385, 148 F. 
Supp. 377, rev'd, 58-2 usre { 9536 (CA-2). 


Retroactive Election of LIFO 


1947 
decision by the Tax Court in the Hutsler 
The court held that, judged 
by the intent of the tax law, the Treasury’s 
contention that LIFO could not be 
for tax purposes in conjunction with in 
ventories kept in terms of dollars was er- 
The Macy decisions also involved 
the question of intent—the intent of the 
as to the application of certain 
provisions in its regulations. 

It is the purpose here to 
questions relating to intent. 


These actions arose because of a 


then 


case, 


used 


roneous.” 
Treasury 


consider two 
First, in the 


8 TC 14 (1947). 





The author is an assistant 

professor of economics at the 

University of California in 

Los Angeles. He wishes to express 
his appreciation to Professor 

James K. Hall of the University of 
Washington and Professor Wytze 
Gorter of the University 

of California, for their careful 
comments and criticisms. 


Hutsler decision was the Tax Court correct 
in its interpretation of the intent of the 
tax statute? Second, should not any de- 
cision involving the retroactive election 
of LIFO consider the intent of the tax 
statute itself, as well as the intention of 
the Treasury? 


. 


LIFO and Retail Method 


LIFO was legalized for income tax pur- 
poses by the Revenue Act of 1938. This 
act granted the privilege of using LIFO to 
firms in the tanning and nonferrous metals 
industries.” The Revenue Act of 1939 modi- 
fied the 1938 act by removing the provisions 
restricting LIFO to certain taxpayers. This 
act provided: 

“The change to, and the use of, 
method shall be in accordance with 
regulations as the Commissioner ‘ 
may prescribe as necessary in order that 
the use of such method may clearly reflect 
income.” * 


such 
such 


In exercising its authority to make rules 
and regulations governing the use of LIFO 
for tax purposes, the Treasury consistently 
denied the application of the method to 
inventories kept in conformance with the 
retail method.’ The Treasury based this 
denial upon the statutory provision that to 
elect LIFO for tax purposes, the taxpayer 
must specify the goods to which he wished 


3Sec. 22(d), Revenue Act of 1938, 52 Stat. 
459-460 

The 
value is 
because the tax is levied on stated profits, and 
in a period of changing prices, the inventory 
valuation method used will affect the amount 


method used to compute the 


important for income tax 


inventory 
purposes 


of stated profits. During a period of rising 
prices, FIFO will result in a larger stated 
profit than will LIFO. The opposite is true 
during periods of declining prices. 

*53 Stat. 877. 

5 The retail method is a method by which the 
dollar total is computed for the inventory of 
each department of a firm. The dollar amounts 
of beginning and ending inventory are then 
compared for each department, rather than 
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to apply the method. The Treasury’s inter- 
pretation of this provision was that the law 
required some physical matching of goods 
in the beginning and ending inventories.’ 
Since the retail method matches dollar 
totals, the two methods would not be com- 
patible under the Treasury’s interpretation. 

Confronted with Treasury rulings based 
on this interpretation, most users of the 
retail method (primarily department stores) 
abandoned their efforts to use LIFO for 
income tax purposes, About 70 taxpayers, 
however, continued to report their taxes on 
the basis of the combination of LIFO and 
the retail method. The Treasury consist- 
ently disallowed their elections.’ 

In 1947 the Tax Court decided that the 
Treasury had erred in its refusal to allow 
the use of LIFO together with the retail 
method. The court held that “adaptation 
of the Lifo theory to inventories main- 
tained in terms of dollars is per- 
missible and proper.” The court further 
held that an examination of the statute led to 
the conclusion that “the purpose of the law 
makers was to have it [the statute] apply 
in general terms to all those coming within 
its provisions.” * 


Retroactive-Election Provisions 


There has been no general provision for 
the retroactive election of LIFO in either 
the tax statutes or the Treasury's regula 
tions. One of the statutory requirements 
pertaining to the election of the method acts 
as a specific bar to retroactive election by 
most taxpayers. The law provides that to 
be eligible to elect the method the taxpayer 
must not have used any other inventory 
method in preparing financial reports, for 
stockholders or creditors, for the year of 
election. The Revenue Act of 1939 pro 
vided, in effect, that the issuance of either 
interim or annual financial reports for a 
year on any basis other than LIFO would 
debar the election of LIFO for that year.” 
comparing the amounts of specific types of 
goods. See Regs. 45, pp. 278-279 (1921). 

*The law provided that a,taxpayer could 
use LIFO for income tax purposes ‘‘(A) Only 
in inventorying goods . . specified in an ap- 
plication to use such method [LIFO]."’ (Reve- 
nue Act of 1939, 53 Stat. 877.) 

7See Martin A. Roeder, ‘‘The Hutzler Case: 
Lifo and the Retail Merchant,"’ Proceedings of 
New York University Seventh Annual Institute 
on Federal Taxation (New York, Matthew 
Bender and Company, 1949), p. 76. 

‘SR. H. Macy & Company, Inc. v. U. 8., 
uste {| 9536. 

* Case cited at footnote 2. 

© 53 Stat. 877. 
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The Revenue Act of 1942 modified this 
requirement by restricting the provision to 
annual reports." A firm that had issued 
monthly or quarterly reports using FIFO 
would still be eligible to elect LIFO, pro 
vided it issued its annual 
basis of LIFO. 

In modifying this requirement, the Reve 
nue Act of 1942 allowed firms that pre 
viously had been ineligible to elect LIFO 
because of the interim-report requirement 
the privilege of retroactive election.” 


report on the 


In adapting its regulations to this change, 
the Treasury stipulated that the retroactive 
election provided by the act be made on or 
before March 10, 1943.% This is the only 
provision, in either the tax law or the 
Treasury's regulations, that has been made 
for the retroactive election of LIFO. 


Kaufmann and Baer Company 
(Gimbel) Case 


In 1956 the Court of Claims, in Kaufmann 
and Baer Company v. U. S.," gave its atten- 
tion to the problem of retroactive election 
The taxpayer, a wholly owned subsidiary 
of Gimbel Brothers, attempted to elect 
LIFO retroactively for the ending 
January 31, 1942. 

The taxpayer originally had been ineli- 
gible to elect LIFO for fiscal 1942 because 
Gimbel Brothers :had issued an interim 
report for that year on the basis of FIFO.” 
When the Revenue Act of 1942 removed the 
interim-report requirement, Gimbel Brothers 
and its subsidiaries decided retroactively to 
elect LIFO for fiscal 1942. This election 
was filed on March 31, 1943, three weeks 
atter the time specified by the Treasury for 
such filing.” 


year 


Shortly after making its election, the com- 
pany decided to withdraw it. The company 
used the retail method in computing its 
inventories and the Treasury, at the time, 
was consistently refusing to recognize the 
use of LIFO with the retail method. Ap- 
parently because of these rulings, the com- 


56 Stat. 814 

2 56 Stat. 814 

"! T. D. 5199, 1942-2 CB 81. 

™ Cited at footnote 1. 

™ Kaufmann and Baer Company v. 
cited at footnote 1, at p. 727. 

% Kaufmann and Baer Company v. 
cited at footnote 1, at p. 728. 

" Kaufmann and Baer Company v. U. 
cited at footnote 1 

% Kaufmann and Baer Company v. U. 
cited at footnote 1, at p. 729. 

This belief stemmed from the fact that the 
Treasury had consistently ruled that users of 
the retail method were not eligible to use LIFO 


- 


Retroactive Election of LIFO 


pany decided against waiting for formal 
action on its election. On April 28, 1943, 
the company advised the Treasury that 
“we desire to withdraw this claim for refund 
and our application for change in inventory 
method.” This request was never specifi- 
cally agreed to by the Treasury, but appar- 
ently because of it, a pro forma denial of 
the original election was issued.” 

When the Hutzler decision declared the 
Treasury’s position as to the use of LIFO 
with the retail method to be erroneous, 
Gimbel Brothers again decided to 
LIFO for fiscal 1942. 

In its appeal to the court, the company 
based its upon the following 
siderations : 

(1) The original (March 31, 1943) elec- 
tion was still valid because the law stated 
that an election, once made, could not be 
withdrawn without the consent of the 
Treasury. This consent had never formally 


elect 


case con- 


been given. 

(2) While the original election had been 
weeks late, it had filed within 
a reasonable time 

The company stated its belief that 
the requirement pertaining to the date by 
which retroactive election must be made 
did not apply to it.” 


three been 


also 


The Treasury contended: 

(1) The company’s election of LIFO had 
been withdrawn 

(2) The company’s election had not been 
timely.” 

The court found for the Treasury on the 
grounds that the company had failed to file 
a timely election.” Certiorari was denied 
October 8, 1956." 


Macy Case 


decided 
New 


taxpayer, R. 


In a_ similar February 4, 
1957, a district York found 
in favor of the H. Macy and 
Company. This decision allowed the Macy 
Company to elect LIFO retroactively for 
the year ended January 31, 1942. On ap- 


case 


court in 


and had, in effect, provided no regulations 
for the election of LIFO by such users. 


” Kaufmann and Baer Company v. U. S., 
cited at footnote 1. The latter contention im- 
plicitly holds that regulations for the use of 
LIFO did apply to those taxpayers whom the 
Treasury had ruled were ineligible to elect the 
method 

2» Kaufmann and Baer Company v. U. &., 
cited at footnote 1. The court also stated that 
Treasury regulations did apply to a taxpayer 
wishing to take advantage of the provisions of 
the statute. 

21 352 U. S. 835. 





| believe in the future he who holds 
Alaska will hold the world, 

and | think it is the most strategic 
place in the world. 

—General Billy Mitchell. 


peal, the court of appeals reversed the lower 
court.” 


Macy also had been ineligible to use 
LIFO for fiscal 1942 because of the interim- 
report requirement. Unlike Gimbel Brothers, 
however, Macy did not attempt retroactively 
to elect LIFO until after the Hutzler deci- 
sion. The company’s election was filed in 
October, 1948. This election was rejected 
by the Treasury on the grounds of non- 
compliance with the regulations pertaining 
to the election of LIFO.* 


The question to which the lower court ad- 
dressed itself was whether or not Treasury 
regulations debarring retroactive election 
(the requirement that such election be made 
on or before March 10, 1943) applied to tax- 
payers whom the Treasury had held to be 
ineligible to use LIFO.™ 


This court expressed the opinion that 
strictly construed, the Treasury’s regulations 
would apply to all taxpayers. Thus, any 
taxpayer wishing to use LIFO for tax pur- 
poses would have to comply with the regu- 
lations governing its election. The court 
held, however, that the regulations must be 
interpreted in the light of their general 
intent and of the Treasury’s rulings con- 
cerning the use of LIFO and the retail 
method. Since the Treasury consistently 
had ruled that LIFO could not be used with 
the retail method, the court stated that the 
regulations pertaining to the election of 
LIFO did not apply to users of the retail 
method. Since the regulations did not 
apply, the taxpayer was under no obligation 
to comply with them. Thus, when the 
Hutzler decision declared users of the retail 
method eligible to use LIFO, the regula- 





8., cited 


= R. H. Macy & Company, Inc. v. U. 
at footnote 1. 

* Case cited at footnote 22, at pp. 382, 383. 

™* This court stated that the Gimbel dectsion 
to the effect that election had not been timely 


was mere obiter dicta. The lower court in the 
Macy case believed that the Gimbel election 
had actually been withdrawn, silence on the 
part of the Treasury constituting consent. 
Since it had been withdrawn, consideration of 
the other questions had been unnecessary. 

*=R. H. Macy & Company, Inc. v. U. §8., 
cited at footnote 1. 

26 Section 1005, Revenue Act of 1917, provided 
“That the Commissioner is hereby au- 
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tions could not be used to debar election 
by such taxpayers. The court of appeals, 
in its decision, agreed that the Treasury's 
attitude was erroneous, It stated, however, 
that Macy should have acted on the premise 
that the Treasury was wrong, filing an 
election in conformance with the existing 
regulations and seeking relief through the 
same channels used by those retailers whose 
activity had resulted in the Hutzsler decision.” 


Question of Intent 


Both the Hutzler and Macy cases deal with 
intent. The courts, in both cases, conclude 
that the Treasury was erroneous in its 
treatment of the LIFO provisions of the 
law. The courts’ conclusions appear to be 
wrong in this respect. 

The Treasury’s duty to prescribe regu- 
lations governing the inventory valuation 
method used for tax purposes has been 
provided by law.* The courts have upheld 
the Treasury’s right so to prescribe. In 
Riverside Manufacturing Company v. U. S., 
the court stated, in part: 

“It seems to us . that the matter of 
determining the basis of inventories was 
one specifically confided by Congress to 
the commissioner and Secretary, and that 
with respect thereto power discretionary in 
character was necessarily conferred, and 
that their action can not be reviewed by 
this court in the absence of abuse of dis- 
cretion on ... [their] part.”™ 

It appears to have been the intention of 
the authors of the tax laws to allow the 
Treasury considerable latitude in formulat- 
ing rules designed to enforce such laws. 
These laws apply to taxpayers in a wide 
variety of circumstances and their pro- 
visions must be general. It falls to the 
Treasury to prescribe rules which will apply 
these general provisions to specific situ- 
ations. Treasury rules are not arbitrary if 
they succeed in carrying out the general 
intent of the statute to which they apply. 

From the very beginning of the inventory 
provisions in the tax laws, the Treasury 





thorized to make all needful rules and regula- 
tions for the enforcement of the provisions of 
the act."" (40 Stat. 326.) 

The Treasury was specifically authorized to 
provide regulations concerning the use of inven- 
tory methods for income tax purposes in Sec. 
203, Revenue Act of 1918. This section provided 
that ‘‘inventories shall be taken . . . upon such 
basis as the Commissioner. . . may prescribe as 
conforming as nearly as may be to the best 
accounting practice in the trade or business 
end as most clearly reflecting the income."’ (40 
Stat. 1060.) 

71 uste { 361, 67 Ct. Cls. 117. 
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Alaska has no indebtedness. Alaska 
has no counties and hence no county 
taxes. Alaska now performs... 

all the needed services of government 
except those which Congress has 
specifically prohibited. These... 

will be added under statehood. 
—Senator Thomas H. Kuchel. 


consistently has ruled against the use of 
LIFO for income tax purposes. As early 
as 1919 it was officially announced that the 
LIFO principle was not in conformity with 
the tax law.” In the years that followed, the 
Treasury continued to refuse to allow the 
use of LIFO for tax purposes. It was up- 
held by the courts.” This position was held 
by the Treasury until the Revenue Act of 
1938 legalized LIFO for use by members of 
the tanning and nonferrous metals industries. 


Statements of legislators at the time this 
act was passed indicate that they believed 
LIFO to be applicable “under certain spe- 
cial conditions.” (Italics supplied.) 


The original draft of the act did not spe- 
cifically limit the applicability of LIFO 
but relied upon the statutory requirements 
for the use of the method to achieve this 
restriction. As stated, in part, by Senator 
Lonergan: 


“The amendment specifically limits 
[LIFO] to those taxpayers who regularly 
keep their books or records in accordance 
therewith, and .. . [where] the method is 
recognized as conforming to the best ac- 


counting practice.” ™ 


And Senator Johnson: 


“The testimony offered at the hearings [on 
the act] . . . makes it clear that the appli- 
cation of . [LIFO] is limited to certain 
processing and fabricating industries and that 
it should not and cannot be applied to ordi- 
nary trading and manufacturing enterprises.” ™ 


Following the passage of the Revenue 
Act of 1938, the inventory valuation pro- 
visions of the Revenue Act of 1939 were 
formulated by the Treasury.” This act ap- 





parently allowed the use of LIFO for tax 
purposes by all taxpayers.™ 

It is seemingly difficult to reconcile the 
fact that the Treasury drafted the provisions 
apparently applying LIFO to all taxpayers 
with the fact that it continued to rule that 
the method was inappropriate when used 
with the retail method. The answer, appar- 
ently, is that the Treasury believed that 
LIFO was useful only to a relatively few 
industries. It evidently was the Treasury’s 
belief that the provisions requiring the tax- 
payer to specify the items to which he 
wished to apply LIFO would effectively 
limit its applicability. 


The belief that LIFO was of limited ap- 
plicability was not peculiar to the Treasury. 
It was shared by many members of the 
accounting profession and of the business 
community. As Samuel J. Broad stated: 


“Proponents of the last-in, first-out method 
have consistently maintained that the method 
was not applicable in all cases, but only 
under specified conditions.” * 


On September 1, 1938, the Committee on 
Federal Taxation of the American Institute 
of Accountants submitted to the Treasury 
a memorandum expressing the committee’s 
opinion on the subject. The belief was ad- 
vanced that the LIFO method was ap- 
propriate in instances where the inventory 
“consists of basic or homogeneous goods.”™ 


In addition, three members of the insti- 
tute served as advisers to the Treasury in 
preparing the inventory provisions of the 
Revenue Act of 1939. Shortly after the 
passage of this act, Carman G. Blough, an 
official of the institute, stated that “Every- 
one who has given any consideration to the 
question of costing inventories recognizes 
that there are certain types of businesses to 
which [LIFO] is not at all appro- 


priate.” ™ 


Blough also stated that he believed the 
reason Congress and the Treasury had not 
made statutory provision explicitly to limit 
the use of LIFO was that businessmen and 
their accountants could be trusted “not to 
adopt an unreasonable or inappropriate 
method of accounting for general corporate 





* T. B. R. 65,1 CB 15. 
*® See Kansas City Structural Steel Company, 
CCH Dec. 3903, 11 BTA 877, 882: Chicago Frog 


& Switch Company v. U. 8., 1929 CCH D-9250, 
68 Ct. Cls. 190: and Marshall-Wells Company v. 
U. 8., 3 uste 7 949, 59 F. (2d) 106. 

* 83 Congressional Record 5043. 

1 83 Congressional Record 5043. 

® 83 Congressional Record 5043. 

% 84 Congressional Record 7803. 

% See footnote 4. 
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“Samuel J. Broad, “‘“‘Thoughts on Inventory 
Valuation,’" The Control and Valuation of In- 
ventories (New York, National Association of 
Cost Accountants, 1941), p. 191. 

%* Work cited at footnote 35. 

* Carman G. Blough, ‘Applicability of the 
‘Last-in, First-out’ Method to Different Types 
of Industry,"’ Papers on Auditing Procedure 
(New York, American Institute of Accountants, 
1939), p. 78. 
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Alaska's present revenue structure 

is based principally on an income tax 
designed on a percentage of the 
Federal income tax. It thus permits 
flexibility, the percentage capable 
of being altered by each legislature 
according to the people's need. It 
obviates for the taxpayers the annual 
headache of having to figure out two 
different income-tax returns; 

it makes for ease of audit, since the 
Territorial tax department has access 
to the Federal returns; it hereby 
saves collection costs. 

—Senator Thomas H. Kuchel. 


accounting purposes, even though they might 
find some tax advantage in so doing.” ™ He 
also expressed the belief that “Sound ac- 
counting principles must not be prostituted 
for the sake of tax savings.” ” 


Blough listed several criteria to be used 
in judging the applicability of LIFO. He 
believed LIFO to be appropriate where 
there was uniformity in the goods in the 
inventory; where inventory classifications 
did not change from year to year; where 
there was an absence of style change in the 
inventory items. He specifically stated that 
“any such business as the ordinary retail 
store, the usual manufacturing business, etc., 
would not qualify.” “ 


Another advocate of LIFO, Maurice E. 
Peloubet, stated in 1936 that “it would seem 
proper for the Treasury ... to keep clearly 
in mind that {[LIFO] is restricted to 
certain types of industries.” “ 


He further stated: 


“Generally, it cannot be applied to any 
industry which does not in some way proc- 
ess the material. The material must be basic 
and homogeneous, ... such that no ques- 
tion of style or design is involved.” “ 


After the Revenue Act of 1939 removed 
the provisions restricting LIFO to the 
tanning and nonferrous metals industries, 
Peloubet stated: 





“ 


it was the intention of Congress 

. . [in the act] to include in the taxable 
income for taxpayers with large inventories 
of identical or similar goods ts ig 

As late as 1936 the Cost Conference of 
the National Association of Cost Account- 
ants refused to endorse a proposal re- 
questing the Treasury to permit the use of 
LIFO for income tax purposes.“ 


At the time when LIFO was legalized 
for tax purposes, it appears to have been 
the intention of all concerned—Congress, 
the Treasury and private accountants—to 
restrict LIFO to industries with relatively 
simple, homogeneous inventories. The con- 
sensus appears to have been that LIFO was 
unsuited for the “ordinary” business. In 
these terms, the Treasury’s views were the 
majority views and were based on “sound” 
accounting principles. They were neither 
arbitrary nor capricious. 


Following 1939 a change occurred in the 
business environment. Both tax rates and 
prices began to rise. 


When the tax burden is increasing, busi- 
nessmen, motivated by a desire to reduce 
normally will search for and use 
methods which will reduce this burden. 
During a period of rising prices LIFO is 
such a method. Relative to other methods 
it will reduce stated profits when prices are 
rising. This will reduce the amount of tax 
paid on profits. In view of these character- 
istics LIFO became more “respectable.” It 
does not follow that “sound” accounting 
principles were being prostituted. It only 
follows that the standard by which “sound- 
ness” is judged was altered.* 


costs, 


While this change in business standards 
is understandable, it does not follow that it 
should result in a change in the standards 
by which a method is judged for tax pur- 
poses, Business standards are more than likely 
influenced by a desire to avoid taxes if 
possible. Public standards, for tax purposes, 
are influenced by a desire to minimize tax 
avoidance. 

It is the Treasury’s duty, acting for the 
public, to see that the intent of a tax statute 
is carried out. It is also its duty to protect 





% See work cited at footnote 37. This would 
appear to be a somewhat naive approach to 
business motives. 

% See work cited at footnote 37. He was ap- 
parently unaware that prostitution is a func- 
tion of price and opportunity. 

* See work cited at footnote 37, at p. 80. 

1 “Present-Day Problems in Inventory Valua- 
tion,’’ Year Book (New York, National Associa- 
tion of Cost Accountants, 1936), p. 184. 

# See work cited at footnote 41. 
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* Acceptance by Congress of the ‘Last-in 
First-out’ Method for Valuing Inventories,"’ 
Papers on Auditing Procedure (New York, 
American Institute of Accountants, 1939), p. 76. 

“See work cited at footnote 41, at p. 187. 

“It is not implied here that businessmen and 
their accountants should not attempt to use 
tax-saving devices. The businessman is moti- 
vated to reduce costs and the accountant’s job 
is to assist him. No blame attaches to economic 
motivation. 
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In considering the size of the 

Alaskan population, it should also 

be borne in mind that the 

situation there is atypical, in that 

65 percent of the workers are 
employed by the Federal Government. 
Furthermore, because of the huge size 
of Alaska, the population per square 
mile is very much smaller than that 

in even our most sparsely-settled 
States.—Senator J. Strom Thurmond. 


the revenue and to prevent tax avoidance. 
In the light of these duties it would very 
likely appear to the Treasury that the rela- 
tively abrupt change in the business com- 
munity’s attitude toward LIFO was inspired 
by its tax-saving characteristics 
some evidence to indicate that this view is 
correct.” Had it not been for a combination 
of increased income tax rates and rising 
prices, it is quite likely that LIFO would 
be little more than an oddity to all but a 
few basic industries. 


There is 


Judged by the standards prevailing at the 
time the Hutzler decision was rendered, it 
may be true that the Treasury’s rulings 
were in error. It does not necessarily fol- 
low, however, that they had been in error. 
Given the general consensus at the time 
LIFO was legalized for tax purposes, and 
having regard for the Treasury’s obligation 
to prevent tax avoidance, any other attitude 
on the part of the Treasury would have 
contravened the intention of the statute. 
It would also have left the Treasury open 
to the charge that it was neglecting its duty. 
If the Treasury acceded to every device 
designed by taxpayers to avoid the payment 
of taxes, it seems likely that considerably 
less revenue would be collected. 


In addition to violating statutory intent 
as to the applicability of LIFO, permitting 
retroactive election will violate statutory in- 
tent concerning the conditions under which 
the taxpayer adopts the method 


Since 1938 the inventory provisions of 
the various revenue acts have contained the 
stipulation that LIFO, elected, be 
continued until permission to depart there- 
from is obtained from the Treasury.“ As 
long as the taxpayer is using FIFO, he can 


once 


**See Maurice Moonitz, ‘“‘The Case Against 


LIFO as an Inventory Pricing Formula,” 95 
Journal of Accountancy 682; Edward G. Carson, 
“The ‘Base Stock’ and ‘LIFO’ Inventory 
Methods,"’ 34 National Association of Cost Ac- 
countants Bulletin 349 (1952). 


Retroactive Election of LIFO 


elect to use LIFO. Under these conditions 
he has a real choice as to the inventory valu- 
ation method he uses. Once he elects LIFO, 
however, no independent choice remains. 

The intention, apparently, is to require 
the taxpayer to elect LIFO on the basis of 
his estimate of the future course of prices. 
This election is to be made with the knowl- 
edge that once made, it is irrevocable. Un- 
der these conditions the taxpayer knows 
that he must live with the results of his 
decision. He must assume whatever risk is 
involved in his choice. This risk, of course, 
is that prices will decline after the election 
of LIFO. If this occurs, stated profits (and 
taxes) will be greater than would be the 
FIFO were used. The intended 
result, apparently, is to restrict the use of 
LIFO for income tax purposes to those 
taxpayers to whom the method is “suited” 
in the sense that it is worth using, given 
the risks involved. 


case if 


If retroactive election of LIFO were to 
be allowed, it would permit taxpayers to 
guess” the government in this 
The taxpayer would be given the 
advantage of more than a decade of hind- 
sight. The benefit accruing from such elec- 
tion will be known and definite. It would 
take the form of a tax refund.* 


“second 


respect. 


The existence of this specific benefit, not 
offset by any risk for the period involved, 
would influence many firms to elect LIFO. 
Many of the taxpayers who would elect the 
method on this basis would not have elected 
it at any time during the period in question 
if that election had to be made on the basis 
of the taxpayer’s estimate of the future. 
The result would be to violate the intent 
of the statute. If in the interest of tax 
“equity,” additional taxpayers were to be 
granted the privilege, the result would be 
an increase in the extent of that violation, 
and an increase in revenue to the 
Treasury. 


loss of 


Conclusions 


Available evidence indicates that it was 
not the intention of Congress, the business 
community or the Treasury that LIFO be 
used by any and all business firms. This 
conclusion follows in spite of the fact that 
the wording of the Revenue Act of 1939 did 
not restrict the use of the method to any 
specific industry. It clearly was the general 


“See, for example, Revenue Act of 1939, 
53 Stat. 877-878. 

* It has been estimated that this benefit would 
amount to a $9 million tax refund for the Macy 
Company (69 Time 92 (February 18, 1957)). 
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belief that LIFO was not applicable to 
retail establishments. 

The court, in the Hutzsler decision, was in 
error in holding that it was the intention of 
the statute to allow all taxpayers to use the 
method. The court also was incorrect in 
holding that the Treasury’s position regard- 
ing the applicability of LIFO was errone- 
ous. Any other position on the part of 
the Treasury would have been difficult to 
justify, given the general climate of opinion 
at the time. 

In the Macy decisions the lower court 
appears also to have been in error in hold- 
ing that, in light of the Treasury's rulings, 
regulations pertaining to the adoption of 
LIFO did not apply to users of the retail 
method. The court of appeals, in making 


what would appear to be the “correct” 
decision, also erred in concluding that the 
Treasury’s treatment of the LIFO provi- 
sions of the law was incorrect. In con- 
sidering the Treasury's attitude toward the 
use of LIFO by retail method users, not 
only should the Treasury's intent be con- 
sidered but also the intent of the law 
itself. It clearly was the intent of the stat- 
ute that LIFO not be used for income tax 
purposes by retail establishments. 

The allowance of retroactive election 
would thus violate the intent of the statute 
as to the applicability of LIFO. It also 
would violate the intent of the statute 
that the taxpayer make his decision on the 
estimate of the future. 


[The End] 


basis of his 


SECRECY OF DATA IN STATE CORPORATE TAX RETURNS 


Data contained in tax returns filed 
by corporations with state tax of- 
ficials or boards are withheld from 
public inspection far more often than 
they are made available for such 
examination, a general survey con- 
ducted by the Corporation Trust 
Company reveals. 

The taxing statutes lack a provision 
that data contained in tax reports are 
to be held confidential by administra- 
tive officials, but this is no open gateway 
for public inspection. Denial of in- 
spection is sometimes based on a 
broad statute relating to official rec- 
ords, sometimes on the practice of a 
particular department. 


With the exception of Wisconsin, 
none of the 30-odd states which im- 
pose corporate net income taxes per- 
mit public inspection of corporation 
net income tax reports filed with state 
officials or boards. Included within 
this group are those states which 
impose franchise taxes measured by 
net income, for example, California, 
Connecticut, Montana, New York, 
Utah and Vermont. Wisconsin makes 
corporate net income tax information 
available under somewhat limited cir- 
cumstances under Section 71.11(44) 
of its statutes. 

In the four states which levy gross 
income taxes (Indiana, New Mexico, 
Washington and West Virginia), the 
reports filed by corporations are not 
open to public inspection. 


August, 1958 °@ 


Statutory secrecy is imposed on the 
data contained in franchise tax returns 
in 15 of the 23 states which levy an- 
nual franchise or license taxes on 
corporations and base the tax on 
other than net income, These states 
are Arkansas, Georgia, Illinois, Ken- 
tucky, Mississippi, Missouri, New 
Jersey, New Mexico, North Carolina, 
Ohio, Oklahoma, Pennsylvania, Ten- 
nessee, Texas and Virginia. 

No such statutory prohibition of 
inspection is provided, however, in 
the other eight states. These are 
Colorado, Delaware, Kansas, Maine, 
Nebraska, South Carolina, Washing- 
ton and Wyoming. 

In somewhat over two thirds of 
the states imposing retail sales taxes, the 
statutes involved characterize the data 
contained in the returns as secret. In 
approximately one third of the states 
imposing use taxes, a like character- 
ization of secrecy is found. 

A general practice of permitting 
public inspection is followed as to an- 
nual reports, which are filed for other 
than income or franchise tax pur- 
poses. Examples are to be found in 
states as Connecticut, Florida, 
Georgia, Indiana, Iowa, Louisiana, 
Maine, Massachusetts, Montana, New 
Hampshire, New Jersey, New Mexico, 
North Dakota, Oklahoma, Rhode 
Island, South Carolina, Vermont and 
Wisconsin. 


such 
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MAN UFACTURERS’ V. WHOLESALERS’ 


sales 
tax 
base 


By GEORGE E. LENT 


The advantages and limitations of assessing sales or excise taxes 

at the manufacturer and wholesaler levels are discussed herein in the light 
of the experience of various United Kingdom countries and the United States. 

The author concludes that in spite of the fact that the taxes would not be 

free of discrimination, proposals for broadening the federal sales tax base should 
seriously consider the advisability of shifting to the wholesale level. 


| be THE UNITED STATES little con- 
sideration has been given to the selection 
of the wholesale level as a basis for ad 
valorem sales or excise taxes. More re- 
cently, however, dissatisfaction with the 
Canadian manufacturers’ sales tax and con- 
tinued valuation problems with federal man- 


Sales Tax Base 


ufacturers’ excises have shifted attention to 
the Australian and British practice of as- 
sessing tax on sales to retailers. A special 
committee was appointed in Canada to 
study the problem and to recommend any 
necessary changes in the law. After exten- 
consideration, the committee recom- 
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mended that the existing manufacturers’ tax 
be retained for the present, with certain 
changes in its administration, but that the 
tax base be changed at some future time 
to the level at which retailers purchase 
goods.’ In the United States a special sub- 
committee of the Committee on Ways and 
Means has long been wrestling with many 
technicalities of the manufacturers’ excise 
taxes, including problems of discrimination 
arising from valuation.” 


This article will explore the comparative 
advantages and limitations of sales taxes 
at the manufacturer and wholesaler levels 
in the light of the experience in the above 
countries. It will focus principally on the 
discriminatory effects of variations in tax 
with the marketing channel employed. It 
will also consider problems of administra- 
tion and compliance, as well as pyramiding 
and timing of tax payments. 


DISCRIMINATION 
WITH MARKETING CHANNELS 


An important objective of sales tax policy 
is the avoidance of tax discrimination in 
the sale of competing articles by reason of the 
level in the distribution process at which 
the tax is assessed. This means that the 
tax should be imposed so as not to disturb 
the development of the most efficient chan- 
nels for the marketing of goods. This prob- 
lem is avoided only by a uniform tax rate 
on sales at retail. In this way, the tax is 
a standard percentage of the price of com- 
peting goods, and no advantage arises from 
differences in marketing methods. 


This problem was recognized in 1932 
when the present system of federal manu- 
factures’ excises was first enacted. In its 





1 Report to the Minister of Finance by the 
Sales Tax Committee, Ottawa, January, 1956. 
The Sales Tax Committee was appointed by the 
Prime Minister, among other things ‘‘to ex- 
amine the problem arising under sales and 
excise taxes where manufacturers sell to cus- 
tomers at different levels in the marketing 
process and to make recommendations for a 
definition of a tax base or statutory method of 
administrative practice designed to equalize 
approximately the tax payable on goods of like 
value.”’ 

2See Report on Excise Taxes to the Commit- 
tee on Ways and Means, from Subcommittee 
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report on the Revenue Act of 1932, the 
Committee on Ways and Means stated: 
“It is of utmost importance that the tax 
be imposed and administered uniformly and 
without discrimination. Each member of a 
competitive group must pay upon substan- 
tially the same basis as all his competitors, 
even though his sales methods may differ.” 


Manufacturers’ Sales Tax Base 


A wide margin generally exists between 
the “true” manufacturer’s price and the 
price paid by retailers. The size of this 
margin depends on the cost of the market- 
ing functions performed in getting the goods 
from the manufacturer to the retailer, and 
the apportionment of these costs among the 
manufacturer, the wholesaler and the retailer. 
Some of these costs, such as_ transpor- 
tation, are identifiable and may be han- 
dled uniformly for tax purposes. Other 
costs are hidden in the price of the goods. 
They include the cost of such functions as 
warehousing, redistribution, sales promotion, 
risk-taking, financing (including bad debts 
and interest), and sometimes warranty. 


A “pure” manufacturer’s price could be 
established by taking uniformly the price 
of goods at the plant, exclusive of market- 
ing costs. It is best approximated when 
the manufacturer’s output, of unbranded 
merchandise, is taken by the independent 
wholesaler. This concept is little realized in 
practice, however, either by reason of the 
impracticability of establishing a manu- 
facturer’s price which is (1) uniform with 
respect to all buyers or (2) “pure” with re- 
spect to the exclusion of marketing costs, 
or both. While the federal manufacturers’ 
sales tax is in effect levied on F.O.B. factory 
prices, excluding cost of transportation, de- 
livery, insurance and installation, it includes 
the cost of selling and advertising expense.’ 


Price differentiation at the manufacturing 
level, rather than uniformity, characterizes 
American industry. This situation may be 
illustrated by the following hypothetical 





on Excise Taxes, December 31, 1956; Hearing on 
Excise Taxes Before Subcommittee on Excise 
Taxes of the House Ways and Means Commit- 
tee, 84th Cong., 2d Sess., November 26-30, De- 
cember 3-10, 1956; Report to the Subcommittee 
on Excise Tax Technical and Administrative 
Problems, prepared by staff of the Joint Com- 
mittee on Internal Revenue and Treasury De- 
partment, January 9, 1956. 

%1954 Code Sec. 4216. Despite inequalities 
between manufacturers, the courts have re- 
jected the view that Congress intended to ex- 
clude selling costs. F. W. Fitch Company v. 
U. 8., 45-1 ustc {| 9138, 323 U. S. 582. 
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The admission of Alaska as a state 
would make a break in the 
compactness of the United States; 
never in the past, when admitting 

a new state, have we crossed 

over territory owned by a foreign 
power.—Senator Olin D. Johnston. 


cases of a manufacturer’s sale of identical 
goods to different classes of customers 
through different channels.‘ Virtually the 
same product is sold in all cases but the 
tax base varies from $80 to $120, with an 
upper range 50 per cent higher than the 
lower. 


(1) National wholesaler.—Manufacturer’s 
sales price, $80. Customer is a national dis- 
tributor of goods under its own brand name, 
which takes 50 per cent of manufacturer’s 
capacity. It furnishes design and engineer- 
ing assistance, special tooling and assumes 
90-day warranty. The manufacturer is re- 
lieved of all distribution including 
advertising. 


costs, 


(2) Regional wholesaler—Manufacturer’s 
sales price, $100. This customer is a regional 
distributor of the article which is sold under 
the manufacturer’s brand name. It assumes 
only the conventional wholesaler’s functions 
except for national advertising done by the 
manufacturer. 


(3) Department store—Manufacturer’s sales 
price, $110. Sells only under the manufac- 
turer’s brand name, but because of large 
buying power is able to buy carload lots 
direct from the factory. 


(4) Retail dealer—Manufacturer’s sale 
price, $120. Retailer is in a key metropolitan 
area where the manufacturer, because of 
severe competition, was compelled to estab- 
lish his own factory branch. The manufac- 
turer’s sales price must cover usual distribution 
costs. 


Perhaps the greatest source of inequality 
is in the direct sale of goods by a manufac- 
turer to retailers, exemplified in Cases (3) 
and (4). This problem may be serious when 


the manufacturer performs the functions 
of a wholesaler through his own sales 
branches. Since the distribution costs of a 
manufacturer’s sales branch average about 
the same as those of a service wholesaler— 
around 10-12 per cent—failure to allow for 


such costs in the manufacturer’s price may 
distort the uniformity of the tax base. Direct 
sales to retailers are also characterized by 
considerable variation in price with the size 
of the lot purchased. 


30th Canada and the United States pro- 
vide for a price adjustment to equalize the 
tax base between manufacturers selling di- 
rectly to retailers and those using independ- 
ent wholesalers. Alternative methods of 
establishing the “true” manufacturer’s price 
include (1) substituting the price on sales 
to wholesalers, (2) establishing distribution 
subsidiaries or (3) providing standard dis- 
counts from retail price. 


Canadian practice—The Canadian tax is 
imposed on the “sales price” of all goods 
produced or manufactured in Canada.* In 
law, therefore, the tax is imposed on the 
price charged by the manufacturer, regard- 
less of whether the sale is made to another 
manufacturer, a wholesaler, retailer or directly 
to a customer. However, because the 
amount of tax paid on any article would 
vary with the margin between the manu- 
facturer’s price and the final price to the 
consumer, depending on the marketing 
channel, the Canadian law is not applied 
literally but is interpreted liberally to achieve 
a rough uniformity among different classes 
of purchasers: 

(1) Where a manufacturer sells his goods 
partly to wholesalers and partly to retailers, 
the tax on sales to retailers may be cal- 
culated on the basis of the lowest regular 
price to wholesalers for representative quan- 
tities. Usually if 20 per cent of the total 
sales is made to wholesalers at a certain 
price, that price will be regarded as the 
price for representative quantities. 


(2) Where a manufacturer sells to re- 
tailers and sells little or nothing to whole- 
salers, he may apply to the administration 
for an “authorized discount” from his prices 
to retailers. The administration may then 
grant a percentage discount which will 
approximate what other manufacturers of 
like goods give to wholesalers. These au- 
thorized discounts cover a wide range of 
goods, whose distribution is still mainly 
through wholesalers. Authorized discounts 
are not granted where “the standard dis- 
counts” (discussed below) are applicable. 


(3) Standard discounts are set out in “C- 
circulars” and apply to some 20 classes of 





*See Committee on Ways and Means, Hear- 
ings Before Subcommittee on Excise Tax Tech- 
nical and Administrative Problems, 84th Cong., 
1st Sess., pp. 247-248 (1955). 
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5 Sec. 29(1)(f). 





goods, notably clothing, furniture, house- 
hold electric and gas appliances, candy and 
soft drinks. Where a manufacturer of a 
good covered by a “C-circular” sells directly 
to retailers, he may use a prescribed per- 
centage discount from his selling price in 
calculating his tax. The standard discounts 
in effect differ only slightly from the “au- 
thorized discounts.” 


There is some dissatisfaction over the use 
of such constructive prices.° While it is 
recognized that the equity of the tax is 
thereby generally improved, the substitu- 
tion of discretionary authority for objective 
price standards is thought to be undesirable. 
The complexity of the tax is also increased 
and the operation of the discount system is 
widely misunderstood, with many manufac- 
turers failing to take advantage of it. 


United States practice—In the United 
States, federal manufacturers’ excise taxes 
on selected goods are levied on sales made 
by the manufacturer, producer or importer. 
Where goods are sold directly at retail (or 
sold on consignment) by a manufacturer, 
the law provides for the determination of a 
constructive manufacturers’ sales tax base 
by the Secretary of the Treasury.” But 
the statute has never expressly authorized the 
Secretary to construct a sales price at the 
manufacturing level where the manufacturer 
also undertakes distribution of the article. 
However, when the manufacturer sells goods 
at less than arm’s length, the Secretary is 
authorized to determine the price at which 
such goods are sold by manufacturers or 
producers in the ordinary course of busi- 
ness. This authority has been interpreted 
to permit a manufacturer to base his tax on 
the price of sales to a selling subsidiary (or 
affiliated company), provided the price fairly 
reflects the market at this level. Such market 
value could be established at the price at 
which the goods are sold to an outside 
group. 

Manufacturers have adopted various ex- 
pedients to avoid excise tax disparities aris- 


* The current controversy over the Canadian 
system may be followed in various publications 
and conferences of the Canadian Tax Founda- 
tion. These include, among others: John F. 
Due, The General Manufacturers Sales Tax in 
Canada (Canadian Tax Paper No. 3, 1951); Tax 
Memo No. 5, “‘Report on Federal Sales Tax’’; 
A. Martin Moore, ‘‘What Is the Sale Price?’ 
Canadian Tax Journal, July-August, 1953; Sub- 
mission to Sales Tax Committee by Canadian 
Tax Foundation, October, 1955; and reports 
of proceedings of annual tax conferences for 
recent years. See especially reports and data 
papers for the years 1953-1956. More recently 
Due has written a critical summary and evalua- 
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... itis claimed that the 

admission of Alaska would be a saving 
to the United States, in that 

many costs now borne by the Federal 
Government would fall on the new 
State government. This argument 
simply, will not hold melted snow. 

The Alaskan economy could not support 
an efficient State government. 
—Senator J. Strom Thurmond. 


ing from differences in marketing channels. 
Because of the current interest in these pro- 
cedures, they will be treated in greater 
detail. 


Constructive sales price to subsidiaries—non- 
branded merchandise—Where sales of un- 
branded merchandise are made to a selling 
subsidiary, the Internal Revenue Service 
has long accepted a price at which similar 
articles are sold to others in the ordinary 
course of trade. This practice was con- 
firmed in a ruling under Section 619 of the 
Revenue Act of 1932 in the case of sales of 
radio tubes made by one corporation to 
another in the same affiliated group.* In 
holding that the manufacturer’s sales tax 
on articles sold to a sales affiliate be com- 
puted on the price for which similar radio 
tubes are sold in the ordinary course of trade, 
the Service reasoned that Congress antic- 
ipated the creation of corporations having 
identical interests and intended to impose 
the tax on the full manufacturer's price 
when goods were sold to the distributing 
company at a nominal price. “Viewing the 
statute in this light,” the ruling states, “it 
must be presumed that Congress did not 
intend to have two or more affiliated cor- 
porations recognized as a single entity for 
manufacturers’ excise tax purposes. If it 
had so intended it seems reasonable to 
believe that some provision would have been 
made in the statute for such recognition. 
That no such provision was made, coupled 





tion of the issues involved: ‘‘Report of the 
Sales Tax Committee—One Year in Retrospect,”’ 
Canadian Tax Journal, March-April, 1957. 

™Sec. 4216(b). ‘‘If an article is (1) sold at 
retail, (2) sold on consignment, or (3) sold 
(otherwise than through an arm's length trans- 
action) at less than the fair market price, the 
tax under this chapter shall (if based on the 
price for which the article is sold) be com- 
puted on the price for which such articles are 
sold, in the ordinary course of trade, by manu- 
facturers or producers thereof, as determined 
by the Secretary or his delegate."’ 

8S. T. 617, XI-2 CB 513 (1932). 
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with the fact that transactions not at arm’s 
length are specifically provided for, leads 
to the conclusion that the intent was to 
impose a tax on all sales between such 
corporations.” ® 


More prices to a 
separate selling subsidiary was sustained 
even where the manufacturer made no sales 
to wholesalers or directly to retailers.” 
When the tax on furs was enacted, a fur 
manufacturer established a separate selling 
subsidiary to which it sold the goods at 
cost plus a profit of 13 per cent, in accord- 
ance with a “scale look” customarily employed 
in the industry. (Retailers customarily paid 
20 per cent more than the manufacturers’ 
price and sold at a 50 per cent margin over 
the price paid.) The court sustained such 
price for tax purposes where the record 
showed a well-established practice in the 
industry generally of sales by manufacturers 
to wholesalers at price margins customarily 
followed by the trade. 


recently the use of 


In such cases of manufacturers’ sales to 
a selling subsidiary, the Internal Revenue 
Service has adopted a “percentage of retail 
price” rule when this reflects the industry 
price structure, even where no sales are 
transacted by the company at the wholesale 
level. This practice apparently was first 
sanctioned in the cosmetics industry where 


a formula of 55.5 per cent of retail price 


was established. (This percentage repre- 
sents the retail price less successive cus- 
tomary discounts of 33'% per cent to dealers, 
plus an additional 1624 per cent to jobbers.) 
In one such case the court, following the 
Bourjots decision," denied use of a price 
15 per cent above manufacturing cost and 
sustained the Commissioner’s 55.5 per cent 
yardstick as the price charged by manu- 


facturers in the ordinary course of trade 
on sales to a wholesaler.” The 55.5 per cent 
formula was also approved previously in 
H. R. Laboratories, where the “rim of the 
group” rule, described below, would have 
resulted in a tax base 63 per cent of the 
list. 

Rim-of-the-group rule—branded merchan- 
dise—Selling affiliates were first adopted by 
manufacturers in an attempt to avoid the 
full impact of the tax on sales made to 
retailers through a company’s own sales 
branch. These attempts were frustrated in 
a series of cases in the cosmetics industry 
where fictitious sales prices were established 
at a manufacturer’s cost-plus level which 
did not reflect the advertised value of the 
product.” 


These cases all related to sales of adver- 
tised brands of cosmetics to selling sub- 
sidiaries which were given exclusive rights 
to the distribution of the product. The 
price at which the articles were transferred 
to the selling company was based on a 
markup over actual costs of the ingredients, 
which bore no relationship to the greatly 
enhanced market value of the brand name 
built into the product by costly advertising. 
In each of these cosmetic cases, the court’s 
decision was based either on the fact that 
the price was fictitious and did not reflect 
the built-in market value of the advertising, 
or that the sales subsidiary was a sham 
designed to avoid the excise tax. 

These decisions established a so-called 
rim-of-the-group rule for assessment of the 
manufacturer's excise tax on sales other 
than at arm’s length to an affiliated sales 
company. The proper sales value in such 
cases was determined to be the price at 
which the goods were first sold outside the 





* This opinion was consistent with a ruling 
of the Internal Revenue Service in 1925 when 
a manufacturer of automobile parts was ad- 
vised that the tax on sales to a subsidiary 
should properly be based on the selling price 
to its subsidiary. (In this case the plaintiff 
successfully claimed rebate of excess taxes 
paid prior to the ruling.) The manufacturing 
company sold automobile bumpers and springs 
to its subsidiary service stations at prices and 
terms at which sales were customarily made to 
automobile manufacturers and _ wholesalers. 
Prices were fixed at cost plus a fair profit; in 
many cases, prices to the subsidiary were 
higher than prices for large quantities to car 
manufacturers. The court determined that 
such sales were absolute and reflected the fair 
market price for purposes of the federal manu- 
facturers’ sales tax (Haton Axle & Spring Com- 
pany v. U. 8., 4 ustc $1282, 6 F. Supp. 841 
(Ct. Cls., 1934)). 

1% FE, Albrecht & Son, Inc. v. Landry, 40-2 ustc 
{ 9649, 114 F. (2d) 202 (CA-8). 
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" Bourjois, Inc. v. McGowan, 35-2 ustc { 9634, 
12 F. Supp. 787, aff'd, 36-2 uste § 9450, 85 F. 
(2d) 510, cert. den., 300 U. S. 682 (1937). 

2 Ayer Company v. U. S., 41-1 ustc { 9384, 38 
F. Supp. 284 (Ct. Cls.). 

%H,. R. Laboratories, Inc. v. 
ustc § 9114, 55 F. Supp. 266. 

4 Case cited at footnote 11; Concentrate Man- 
ufacturing Corporation v. Higgins, 37-2 vustc 
1 9330, 90 F. (2d) 439; Inecto, Inc. v. Higgins, 
37-2 ustc § 9554, 21 F. Supp. 418: Campana 
Corporation v. Harrison, 40-2 ustc § 9642, 114 F. 
(24) 400; Campana Corporation v. Harrison, 
43-1 ustc 7 9434, 135 F. (2d) 334: case cited at 
footnote 12; Establissements Rigaud, Inc. v. 
Hoey, 43-2 vustc {§ 9508, 136 F, (2d) 1000; Pro- 
fessional Golf Club Company, Inc. v. Nashville 
Trust Company, Exr., 45-1 ustc { 9207, 60 F. 
Supp. 398; Kin-Septic Company v. U. 8., 46-1 
ustc § 9156, 64 F. Supp. 142. 
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In this Congress, 11 Alaska 
statehood bills have been introduced. 
—Senator Thomas H. Kuchel. 


controlled group, thereby including distribu- 
tion costs in the tax base. This rule was 
based on the analogy of a situation where 
both manufacturing and distribution were 
undertaken by a single company.” 


The rim-of-the-group rule is generally 
considered to be adapted to a specialized 
situation found in the case of advertised 
brands and is not universally applied. More- 
over, it was subsequently modified, par- 
ticularly in the cosmetics industry, in favor 
of the percentage-of-list method, described 
above. Because of the valuation difficulties 
peculiar to the cosmetics industry, the 
manufacturers’ excise tax was subsequently 
(1941) shifted to the retail level. 


Still unsettled is the question of how to 
treat nationally branded merchandise dis- 
tributed through a selling subsidiary where 
similar merchandise is sold directly to other 
manufacturers and wholesalers. This deter- 
mination is complicated by the situation 
where there is a record of goods having 
been transferred to a selling branch (unin- 
corporated) at prices substantially above 
the prices at which unbranded articles were 
sold directly to others. Whereas manufac- 
turers may wish to effect the transfer at 
the lower price of similar goods to large 
buyers, it would be difficult to reconcile 
such a price base with the decision in the 
Bourjois line of cases, where advertising 
has greatly enhanced the market value of 
the goods over the actual cost of manu- 
facture. 


In the United States the use of prices 
charged sales subsidiaries has thus been 
sanctioned where they are deemed reason- 
able by the Internal Revenue Service. In 
general, the price accepted for tax purposes 
is that comparable to what would be charged 
national distributors. Unresolved problems 





The fact that the ownership of the stock 
of both corporations was so nearly complete 
in one man who managed both corporations, 
that he used the same premises and the same 
employees, makes it impossible to escape the 
conclusion that the Commissioner was right in 
treating them as one organization for the 
purpose of calculating the manufacturer's excise 
tax involved in this suit.’’ (Kin-Septic Com- 
pany v. U. 8., cited at footnote 14.) 

1#@ Proposal of a committee of the American 
Bar Association. See Hearings on Excise Tax 
Technical and Administrative Problems. Before 
a Subcommittee of the Committee on Ways and 
Means, 84th Cong., Ist Sess., pp. 222-223. 
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remain in the case of branded merchandise 
where goods are transferred at nominal 
prices that do not fully reflect the cost of 
marketing, such as selling and advertising 
expense. 


Despite the recognition of selling sub- 
sidiaries in many cases, this procedure has 
been criticized because of the internal man- 
agement problems imposed on manufac- 
turers of establishing a separat: corporation 
for tax purposes alone. Undue cost may be 
involved in additional overhead expense and 
multiple state and local sales or gross re- 
ceipts taxes on the transfer of goods. For 
these reasons there has been considerable 
interest in the use of prices at which goods 
are transferred to sales branches, without 
the necessity for their separate incorpora- 
tion. A proposed amendment to the excise 
tax law would exclude salesmen’s commis- 
sions and costs of advertising and selling 
which are attributable to the functions of 
distribution and sale, where the manufac- 
turer acts as his own distributor.” 


Wholesale Sales Tax Base 


It might be supposed that a tax based on 
wholesale prices would avoid the inequali- 
ties of a manufacturers’ sales tax. In basing 
the tax on the price paid by the retailer, 
whether purchases were made from the 
manufacturer or wholesaler, the opportunity 
for disparities in price would in general be 
reduced. However, the experience of Great 
Britain and Australia indicates that inequal- 
ities would still persist. 

British law provides that the wholesale 
value be taken as the price that the goods 
would fetch in the open market by a person 
selling by wholesale to a retail trader.” 
This law is presumed to be based on the 
following rationale: (1) that the amount of 
tax should not vary with the distribution 
level at which collected; (2) that any price 
advantage enjoyed by larger buyers should 
not be magnified by the tax; and (3) that 
similar articles should carry the same tax, 
irrespective of the channel of distribution.” 





Sec. 21, as amended by the Finance Act, 
1952, Sec. 9 (10). 
% Report of the Purchase Tax 


(Valuation) 
Committee, Cmd. 8830, May, 1953. The com- 
mittee, known as the Grant Committee, was 
appointed ‘‘To examine the representations of 
the traders as to the principle of assessing pur- 
chase tax at a common value level; and to make 
recommendations as to the manner in which this 
or any alternative principle should be applied 
in valuation for purchase tax, having regard to 
the different points in distribution at which the 
tax has to be levied.’’ 


TAXES —The Tax Magazine 





By the Treaty of Purchase with 
Russia, we acquired almost 

376 million acres for $7,200,000 
—52 acres for every dollar. 
—Senator Gordon Allott. 


In practice, these principles have resulted 
in the adoption of a “notional” or putative 
value which may supersede the actual price. 
This practice aroused considerable criticism 
and led to the appointment of a special 
Purchase Tax (Valuation) Committee to 


study the situation and to make recom- 
mendations for improvement. 


A tax at the wholesale level gives less 
concern to the division of marketing costs 
between the manufacturer and wholesaler. 
Prices to retailers would generally reflect 
the cost of marketing, whether or not as- 
sumed by the manufacturer, The real issue 
now shifts to the question of the extent, if 
any, to which such costs of wholesaling are 
either reduced in direct selling or are as- 
sumed by the retailer. 


This problem arises when goods are sold 
by the manufacturer directly to chain stores 
and other large outlets at prices lower than 
those sold to small retailers through the 
wholesale channel. Since the large mail- 
order houses, department stores and chain 
stores perform much of the customary 
wholesaling functions (or make distribution 
economies possible), they would generally 
enjoy a lower tax base and a preferred tax 
position. 


The British purchase tax adjusts for such 
price differentials by a well-established pro- 
cess known as “uplift.” This is an incre- 
ment in the price charged quantity buyers 
that will equalize their tax base with those 
buying through wholesale intermediaries. 
The taxable price to quantity buyers is 
usually “uplifted” by an amount equal to 
the margin which it is estimated a whole- 
sale merchant would have added if he had 
sold the goods. If, for example, the price 
charged by a wholesaler to a retailer is 
$1.20, and the price charged a large retailer 
directly by the manufacturer for the same 
goods is $1, an “uplift” of 20 cents is added 
to the latter in order to achieve a common 
tax level with respect to goods that pass 
through different channels of distribution. 





” A. Milton Moore, ‘‘Appeal Procedure Under 
the Australian Sales Tax,'" Canadian Tar 
Journal, May-June, 1955, pp. 192-201: David 
McGurran, ‘‘The Australian Sales Tax,’’ Cana- 
dian Tax Journal, July-August, 1956, pp. 
279-282. 


Sales Tax Base 


There may be different uplifts intermediate 
between that applicable to the full wholesale 
price and varying savings in wholesale cost. 


The Australian wholesale tax provides in 
general that the taxable sale value be the 
final sale at wholesale. If goods are also 
sold by a manufacturer at retail, the value 
is taken to be the same as the wholesale 
price. If the manufacturer selling at retail 
does not also sell at wholesale, the taxable 
value is the price for which the same goods 
could have been purchased at wholesale 
from another manufacturer. Aside from 
these statutory rules, the Commissioner of 
Revenue has authority to make an agree- 
ment with a taxpayer in ascertaining the 
proper sale value.” No provision is made 
for a notional wholesale price on a manu- 
facturer’s direct sales to retailers, The ac- 
tual purchase price is the tax base in all 
cases. 

The New Zealand tax is levied on whole- 
salers at the price for which the goods are 
actually sold to the retailers; when other 
goods are sold by a wholesaler to other 
than retailers, the price is taken at their 
fair market value.” When taxable sales are 
made by a manufacturer directly to con- 
sumers, the price subject to tax is the price 
at which the goods would have been sold 
to retailers. No recognition is given to price 
differentials arising with the marketing 
channel employed. The tax applies to the 
actual selling price to retailers, whether 
made through a conventional wholesaler to 
a small retailer or directly by a manufac- 
turer to a large retail establishment. 


In Great Britain, manufacturers of price- 
maintained goods in general appear to be 
satisfied with the operation of the uplift 
system. Acceptance of the practice rests 
on the theory that the tax should represent 
a uniform proportion of the price paid by 
consumers. Wholesale organizations as well 
as small retailers support this practice. 


On the other hand, uplift has been vig- 
orously opposed by large retailers and 
manufacturers of goods whose prices are 
not fixed. They object to the system on the 
fundamental ground that it denies the pub- 
lic full benefit of improved merchandising 
method: implicit in large-scale retailing. 
They alsu oppose the arbitrary power of 
assessment granted the tax administrator 
which substitutes for the market place an 





2 John F. Due, ‘‘The Wholesale Sales Tax in 
New Zealand,’ Canadian Tax Journal, Septem- 
ber-October, 1956, pp. 351-355. 





artificial and uncertain system of values. 
Following the report of the Purchase Tax 
(Valuation) Committee in 1953, the law was 
amended in the 1954 Finance Act to limit 
uplift to cases where large retailers bought 
goods from manufacturers at prices sub- 
stantially lower than those charged other 
retailers. 


In Australia no adjustment is made for 
price differentials because of quantity dis- 
counts or marketing channels employed. 
Apparently such inequalities are not rec- 
ognized as serious, and there is virtually 
no demand for correction.” Such an adjust- 
ment is not only of questionable merit 
where differences arise from marketing econo- 
mies, it would also greatly increase the 
complexities in compliance and administra- 
tion of a sales tax. 


Direct Sales by Manufacturer to Consumer 


Direct selling by manufacturers to house- 
hold consumers, although relatively small 
in volume, presents one of the more serious 
sources of dispute in the levy of sales tax 
at either the manufacturing or wholesale 
level. In these cases the manufacturer 
merges the conventional wholesaling-mar- 
keting functions with retailing, and it is 
virtually impossible to separate one from 
the other. In Australia, the commissioner 
has testified that the major source of diffi- 
culty with the wholesale tax lies within the 
10 per cent of all sales which are made by 
a manufacturer for retail, or are retained 
for his own use.” 


In such cases, it becomes necessary to 
establish a constructive sales price which 
will not only give full weight to putative 
marketing costs but will also be comparable 
with markups established for similar goods 
sold through conventional channels, This 
is necessary to avoid discrimination against 
manufacturers using the conventional chan- 
nels, United States law explicitly authorizes 
the Secretary of the Treasury to fix a fair 
manufacturers’ price in these cases, gen- 
erally by use of standard discounts from 
retail price. 

When the manufacturer also produces for 
the market, there is some objective basis for 
establishing a nominal price, whether at the 
manufacturing or wholesale level. In Canada, 
a firm is usually allowed to use the lowest 





2 John F. Due, ‘‘Report of the Sales Tax 
Committee—One Year in Retrospect,’’ cited at 
footnote 6, at p. 98. 

2 The Taxpayers 
1955). 
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wholesale price for sales in representative 
quantities, unless standard discounts are es- 
tablished by special regulations. These dis- 
counts from retail price are analogous to 
those prescribed in about 20 industries for 
use in direct sales to retailers, as described 
above. When no wholesale sales are made 
and no special discount formula is prescribed, 
the taxpayer must request the revenue de- 
partment to establish a wholesale price. 


Australia provides for a taxable price to 
be taken at the price charged similar goods 
at wholesale, or if none is representative, at 
the price charged in sales of competing goods 
of a rival manufacturer. Where goods are 
sold exclusively at retail, the Commissioner 
of Taxation is authorized to enter into agree- 
ments with manufacturers to determine the 
method of arriving at a sales tax base, Such 
“sales agreements” appear to be widely used. 


It would appear to make little difference 
whether a manufacturer’s or wholesaler’s 
price base were used for tax purposes in 
these cases. To the extent that manufac- 
turers selling at retail also sell to other 
retailers, the price paid by retailers would 
represent a firm sales tax base. Sales to 
wholesalers would provide an equally good 
standard. If no outside sales were made, 
one base would probably be as good as 
another. In view of the small proportion 
of total retail sales made directly by manu- 
facturers,” this type of operation, while very 
troublesome, should not be determinative 
of the choice of a general sales tax base. 


Taxable sales include a large volume of 
goods sold directly to industrial users, many 
of which are built to order. Where such 
goods are also marketed through wholesale 
or retail channels, little problem arises. Where 
typical marketing functions are in fact tele- 
scoped by the custom character of the trans- 
action, a tax base which rests on actual 
costs, rather than a hypothetical manufac- 
turer’s or wholesaler’s base, would be most 
practicable. The two bases are in fact merged 
and inseparable, except possibly for adjust- 
ments common to the general tax base for 
transportation and cash or quantity discounts. 


Manufacture for Own Use 

Another problem arises in the case of 
goods made by the manufacturer for his 
own use (or for the use of a closely related 
or affiliated company). 

* In 1939 only 1.6 per cent of manufacturers’ 
sales were made to household consumers and 


2.1 per cent through their own retail stores 
(U. 8. Census of Manufactures (1939)). 
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Where goods are also made for sale, as 
is usually the case, this difficulty can be 
readily solved by use of the same price. 
Where the goods are made exclusively for 
the manufacturer’s own use, however, it 
may be necessary to use the cost of manu- 
facture (including overhead and a reason- 
able profit) as the tax base. Canada has 
developed a general formula for cases not 
covered by special rulings. This formula 
adds to the cost of materials a standard 
percentage for direct labor and overhead, 
plus a 10 per cent profit. The biggest nuisance 
arises in the case of printing, which is partly 
taken care of by the $3,000 general exemp- 
tion. Since little or no problem of discrimi- 
nation arises in such a case, it would not be 
necessary to raise the issue of manufacturers’ 
v. wholesalers’ price. For practical purposes 
they are identical. 


Conclusions 


Neither the manufacturers’ nor whole- 
sales’ sales tax base is free of tax discrimi- 
nation with the marketing process used. 
Various techniques, noted above, have been 
developed to equalize the tax payable through 
different channels of distribution. To the 
extent that such adjustments in the tax 
base do not successfully equalize the basis 
for the levy of a sales tax, the comparative 
economies of existing distribution methods 
tend to be distorted. The seriousness of 
the discrimination would, of course, depend 
on the size of the tax rate. 


A manufacturers’ levy tends to create 
major inequalities between users of inde- 
pendent wholesale channels and the manufac- 
turer’s own distribution system. Distribution 
through independent wholesalers generally 
provides a lower tax base than distribution 
through the manufacturer’s own branches. 
If no adjustment is made, this system tends 
to favor the conventional wholesale channel. 
Such discrimination may be avoided by the 
establishment of sales subsidiaries, as in the 
United States, or by a system of discounts, 
as in Canada. While approaching a “pure” 
manufacturers’ sales tax base, such a system 
of constructive sales price is complex, artificial 
and frequently impracticable. 

When direct sales are made at a favorable 
price to large retailers who assume a major 
share of the cost of distribution, a manu- 
facturers’ tax tends to encourage the de- 
velopment of large-scale retailing. Similarly, 
a tax at the manufacturing level tends to 
encourage the development of private brands 
by wholesalers and retailers, whose costs of 
advertising are excluded from tax. No really 


Sales Tax Base 


satisfactory system has been devised to cope 
with these situations. 

In general, a tax levied at the wholesale 
level tends to favor large-scale retailers at 
the expense of small retailers using conven- 
tional wholesale channels, When direct sales 
to large retailers are made at a favorable 
price, the price may be adjusted by an 
uplift, as in Great Britain, to eliminate the 
imputed tax advantage. 

It is by no means clear, however, that tax 
discrimination is implict in lower prices paid 
on quantity purchases. On the contrary, the 
use of price uplifts in such cases may tend 
to penalize improvements in marketing effi- 
ciency. If the large-scale retailer does not 
absorb distribution costs otherwise payable 
by the manufacturer or wholesaler in in- 
direct distribution channels, there would not 
appear to be any sound basis for tax relief. 
Since the sales tax adds the same propor- 
tion to the costs of goods bought by retail 
competitors operating in different channels, 
there would not be any tax advantage on 
the score of a tax base alone. The merit of 
this view has been recognized both in Great 
Britain, where price uplifts have been greatly 
modified, and in Canada, where such ad- 
justments have been opposed should a whole- 
sale sales tax base be adopted. On the 
other hand, if the large-scale retailer also 
undertakes what are normally wholesaling 
functions, preferential tax treatment would 
occur and large-scale merchandising would 
tend to be encouraged. It is, of course, 
impracticable to determine whether differ- 
ences in price to retailers are due to real 
economies in distribution or to an absorp- 
tion of wholesaling functions. 


TIME OF PAYMENT 


Time lags in tax payment may also in- 
volve discrimination. In general, tax lia- 
bility arises upon transfer of title to the 
goods, The longer the period during which 
goods can be carried in the distribution 
process without payment of tax, the greater 
the tax advantage. 


A manufacturers’ sales tax would generally 
be payable upon sales to a wholesaler, re- 
tailer or consumer. Goods sold through a 
manufacturer's branch would there- 
fore be carried without tax over a longer 
period than goods sold through independent 
wholesale channels. To the extent that the 


sales 


interest cost and other carrying charges on 
the amount of tax embodied in the inventory 
are thereby reduced, the use of a manufac- 
turer’s own sales branches would be of tax 
benefit. A similar differential would operate 
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in favor of direct selling to consumers at 
retail. To avoid discrimination, Canada re- 
quires a manufacturer to pay tax at the 
time goods are transferred to its warehouse 
or sales depot that is not adjacent to the 
plant. However, when transfers are made 
to unlicensed wholesale branches which are 
mere fictions, tax is not paid until the goods 
are sold. 


A wholesale sales tax would tend to elimi- 
nate such differential interest costs. Since 
goods would be carried through the whole- 
sale stage completely free of tax, whether 
or not manufacturers’ branches were used, 
there would be no discrimination against 
wholesalers in this respect. (Some advantage 
would still remain, however, where goods 
are sold at retail by manufacturers.) In 
general, therefore, the wholesale level would 
be more neutral than a manufacturers’ levy 
with respect to timing of tax payment, unless 
the Canadian technique were extended. How- 
ever, this practice is criticized because it 
requires payment of tax before realization, 
uses unknown selling prices and does not 
permit the deduction of obsolescence losses 
from sales. 


AVOIDANCE OF PYRAMIDING 


Any sales tax levied below the retail level 
tends to be magnified by the pyramiding 
process. Such pyramiding may be ex- 
plained by the application of standard 
markups to the cost of goods purchased 
at different distribution levels: Any tax 
imposed at lower levels is included -in 
such costs and tends to be reflected in a 
greater final cost to the consumer than the 
amount collected by the government. 


Although tax pyramiding is an impor- 
tant factor influencing the choice of a sales 
tax level, in the long run it is probably less 
serious than generally believed. ‘This is 
because competition tends to drive it down 
to the real cost of carrying the additional 
tax invested in inventories. This cost ulti- 
mately would be limited to interest on the 
larger investment and other carrying costs, 
and any tax “profit” would tend to be 
eliminated. 


Tax pyramiding nevertheless should be 
avoided so far as practicable. Although the 
growth of direct selling by manufacturers 
to retailers and consumers would reduce 
the pyramiding of a tax on manufacturers’ 
sales, the independent wholesaler will prob- 


ably continue to be an important factor in 
the distribution of some lines of goods. For 
any tax below the retail level, therefore, a 
tax on sales to retailers would clearly be 
superior to a manufacturers’ sales tax from 
the standpoint of pyramiding. 


CONCLUSIONS 


Any departure of an ad valorem sales 
tax from the retail level encounters serious 
objections from the standpoint of equity, 
administration and economic discrinaination. 
This has been the source of considerable 
dissatisfaction in Great Britain and Canada, 
as well as in the United States. In the 
United States, the federal government has 
long employed manufacturers’ sales taxes, 
and surprisingly little attention has been 
given to the comparative merits of a whole- 
sale sales tax base. In Canada, on the other 
hand, dissatisfaction with the general manu- 
facturers’ sales tax has led to serious con- 
sideration of a shift to a wholesalers’ sales 
tax base, which has been successfully used 
in Great Britain, Austrailia and New Zea- 
land, as well as other countries. 


After studying the problem at length 
in the United States and Australia, as well 
as in Canada, the Canadian Sales Tax Com- 
mittee recommended that the Canadian 
sales tax base eventually be transferred to 
the level at which retailers purchase goods. 
Although the committee did not present 
fully the reasons which led to this recom- 
mendation, informal discussions indicate 
that it was influenced by the following con- 
siderations: (1) In applying to actual 
selling prices in a greater number of cases, 
the valuation problem would be reduced. 
(2) In moving closer to the retail level, 
a better distribution of the tax burden 
would be achieved. (3) The timing of tax 
payment would be more uniform among 
manufacturers using different wholesale 
channels. (4) Higher wholesale valuations 
would permit use of a lower tax rate and 
minimize inequities and evasion. (5) Tax 
treatment of imported goods would be more 
equitable. The committee anticipated ob- 
jections likely to be raised by small re- 
tailers against the more favorable tax base 
available to large retailers. It concluded, 
however, that such disparities would not 
be unfair, to the extent that large merchants 
may operate more economically and that 
any adjustments would interfere with im- 


(Continued on page 601) 





% See John F. Due, ‘‘Report of the Sales Tax 
Committee—One Year in Retrospect,’’ cited at 
footnote 6, at p. 97. 


582 


August, 1958 ®@ 


TAXES —The Tax Magazine 





The Consolidated Return 


By MORTON F. SWIFT 


In this day of expansion, diversification and merging of business interests, 
the affiliated group is common in businesses of all sizes. Should 

separate returns be filed, or should the group file a consolidated return? 
After studying its advantages and disadvantages, 

it is the author's opinion that, given the choice, consolidated returns 

in most instances should not be filed unless distinct tax advantages 
accrue immediately. Mr. Swift is a Chicago CPA. His article is reprinted 
from the Spring, 1958 Illinois Certified Public Accountant. 


‘ECTION 1501 of the 1954 Internal Rev- 

enue Code is entitled “Privilege to File 
Consolidated Returns.” The word “privi- 
lege” implies a right to a special benefit. 
For the exercise of this special benefit the 
Code exacts its penalty. The only justifiable 
basis for electing to file a consolidated return 
is immediate tax saving of consequence. 


h 


There is a misconception among some 
that tax planning in this area is limited to 
big business. Experience has proven, to the 
contrary, that sizable tax benefits have been 
achieved, not only by big business, but by 
small and medium-sized companies. In this 
day of expansion, diversification and merging 
of business interests, the affiliated group is 
common in businesses of all sizes. 


Were a company to expand strictly and 
solely within its own corporate structure, no 
consolidated return considerations would 
ever occur. The expanding company, how- 
ever, will often find it difficult for business 
reasons to stay within its own corporate 
structure. Management often prefers to in- 
corporate separately unlike business activi- 
ties for purposes of control, for bonus 
computations, for local income tax require- 
ments and for confining minority interests 
to their own incorporated company. Once 
the parent and subsidiary relationship with 
at least 80 per cent voting control exists, 
the entire subject of the consolidated return 
comes into focus, 

The area of taxation embraced in the con 
solidated return is so closely tied to account- 
ing concepts of income that it is a field in 
which the accountant is indispensable. 


Consolidated Return 


The consolidated return has advantages: 

(1) Losses of the subsidiary may be de- 
ducted from profits of the parent and other 
members of the affiliate group. 

(2) Intercompany profits are not taxed. 

(3) Intercompany dividends are not taxed 

(4) Capital gains of one corporation may 
be offset by capital losses of another cor-. 
poration. 

(5) Extreme refinements of accounting 
relating to distribution of income and ex- 
penses among the various members of the 
affiliated group may not be required. 

The consolidated return has disadvantages: 

(1) There is a 2 per cent penalty added 
to the tax from the first dollar of income. 

(2) There is only one $25,000 surtax ex- 
emption. 

(3) It may be necessary to change ac- 
counting periods and accounting methods. 


(4) All members of the affiliated group 
must consent to the regulations of the Com- 
missioner and thus give him, through his 
regulations, the right to establish law rather 
than to interpret law. 


(5) Once having filed a consolidated re- 
turn, an afhliated group must continue to 
file consolidated returns unless certain con- 
ditions are met. 

Given the choice, consolidated returns in 
most instances should not be filed unless 
distinct advantages accrue immediately. 

The Code deals with consolidated returns 
in Chapter 6; it is brevity carried to the 
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extreme. The law leaves it to the regula- 
tions for extensive instructions designed to 
correctly establish taxable income and to 
prevent abuse of the privilege which, be- 
cause of the very complexity of the subject, 
might otherwise result, In order to present 
the application of the regulations in action, 
there is submitted a series of circumstances, 
not uncommon, and the development of pos- 
sible solutions, with comments. A brief 
statement of the problem and the solution 
by years appears in tabular form at the con- 
clusion of this paper. 


Affiliation Is Established 


Company A is a successful furniture manu- 
facturer with an excess of productive capac- 
ity. On January 1, 1954, it is ready to 
establish and open a retail furniture store 
in another state, where it will sell its manu- 
factured product. 


Our corporation may operate the separate 
business as a branch of its own company. 
This method has several disadvantages: (1) 
Profits of the branch will be added to the 
high profit of the manufacturing plant and 
will be taxed at a 52 per cent rate. (2) Profits 
of the branch may aggravate a presently dan- 
gerous situation with respect to unreason- 
able accumulation of surplus under Section 
535.(3). If the activities are to be carried 
on in areas subject to local income tax laws, 
there will be problems of apportionment of 
income subject to each of the two tax laws. 


Corporation A may permit its stockholders 
to organize a separate corporation to oper- 
ate the selling business. Objection may be 
raised on the basis that, should losses be 
sustained by the new corporation, these 
losses will not be deductible by the success- 
ful manufacturing corporation. 


It appears quite attractive to Corporation 
A to organize the new business as a wholly 
owned subsidiary: (1) The subsidiary will 
have its own surtax exemption, producing a 
savings of $5,500 on the first $25,000 of 
income. (2) The subsidiary will have its 
own $60,090 minimum credit for surplus ac- 
cumulations under Section 535(c)(2). (3) 
Should there be losses in one of the two 
companies, they may both elect to file a con- 
solidated return to produce a net taxable 
income. (4) At some future date, after the 
subsidiary is firmly established, the corpora- 
tion may be spun off to the parent’s share- 
holders. 


Corporation A decides to form a wholly 
owned subsidiary, Corporation B, to operate 
its retail sales outlet. Having at least 80 
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per cent of the total voting power and at 
least 80 per cent of all other nonvoting stock, 
there is a parent-subsidiary relationship as 
an affiliated group in accordance with Section 
1504 of the Code. Obviously, Corporation 
A iatends that Corporation B shall be profit- 
able and, by filing a separate return, to 
retain its own $25,000 surtax exemption. If 
Corporation B is organized by a transfer of 
assets from A, it will fall directly into the 
trap of Section 1551 and will have neither its 
own separate $25,000 surtax exemption nor 
its own $60,000 credit for surplus accumula- 
tion, unless it can establish by the “clear 
preponderance of the evidence” that tax 
savings was not the primary motive. On 
the other hand, if Corporation A organizes 
B as a separate corporate entity and, by 
transfer of cash, buys B’s capital shares, 
both the $25,000 surtax exemption and the 
$60,000 surplus accumulation credit will be 
retained. The two entities must be operated 
as separate corporations, and every care 
should be undertaken to avoid an arbitrary 
shift of profits from one to the other. If 
accurate accounting is not made for each of 
these corporations, the Commissioner may 
attempt to tax both corporations as a single 
unit under Section 482, or reallocate income 
and deductions among the corporations. 


The danger of separate incorporation is 
illustrated in Coastal Oil Storage Company 
v. Commissioner, 57-1 ustc J 9518, 242 F. (2d) 
396 (CA-4), which holds that Section 269 
may cause disallowance of the surtax ex- 
emption in the case of a newly formed cor- 
poration where the principal purpose was to 
obtain tax benefits, notwithstanding that 
there were other business purposes. Here the 
taxpayer, by transfer of property, formed 
a separate corporation for the purpose of 
performing government contracts, thus to 
distinguish this business from its regular 
business; and it was held that while there 
might be a sound business purpose for sep- 
arate incorporation, the taxpayer failed to 
prove that tax benefits were not the major 
purpose of the separate incorporation. 


First Year of Operations (1954) 


Parent A—net income 
Subsidiary B—net loss 


$100,000 
(75,000) 


If A and B file separate returns, A will 
be taxed on its profits and B’s loss will 
not reduce the tax for that year. By filing 
a consolidated return, B’s loss may be off- 
set against A’s income and the tax will be 
computed on the combined net income of 
25,000. The parent, Corporation A, decides 
to file a consolidated return. It will act as 
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the agent for the affiliated group, the fiscal 
years of both companies will end on the 
same date and it will include in its consoli- 
dated return a consent on Form 1122 to an 
irrevocable determination of income on a 
consolidated basis and to agreement to the 
regulations of the Commissioner. Once 
having filed the consolidated return, A and 
B must continue to do so unless certain 
specified conditions are met. 


Second Year of Operations (1955) 


Parent A—net income $200,000 
Subsidiary B 


3—net income 25,000 


Herein lies the disadvantage of the con- 
solidated return. Once having filed the 
consolidated return, the affiliated group 
must continue to do so unless there is a 
change in the income tax law which would 
render the filing of the consolidated returns 
of corporations as a class undesirable, in 
which event the Commissioner may grant 
the right of a new election. In 1955, the 
Commissioner did not authorize an election 
to change from the consolidated to the sep- 
arate return basis. A and B may request 
that the Commissioner permit a change, but 
in all probability the request would be de- 
nied. In effect, the affiliated group is frozen 
to its prior election, and it must compute 
its tax on $225,000 at the 32 per cent and 
54 per cent rates. 

The management is now seriously con- 
cerned with the future of its consolidated 
tax structure. All the evidence points to 
profitable operations for both companies. 
B has ceased providing its separate surtax 
exemption, and in fact causes A and itself a 
penalty tax of 2 per cent. How can the con- 
solidated return requirement be broken? 


Parent Breaks 
Consolidated Return Requirement (1956) 


Corporation A is now ready to seek a 
new outlet for its increased production. It 
may organize a second subsidiary, which 
will have its own surtax exemption and its 
own surplus accumulation credit, but only 
if A and B file separate returns. The regu- 
lations deny the right of a new election if 
Corporation A brings into the consolidated 
group a new corporation which it establishes. 
However, if the stock of an existing cor- 
poration is purchased and a new corporation 
is added to the affiliation, the right to a new 
election may thus be established (Regula- 
tions 1.1502-11(a)(1)). The addition must 
be a bona-fide acquisition and must have 
a business purpose other than a proposed 
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saving in taxes. A proceeds to buy 100 
per cent of the capital shares of Corporation 
C, which for many years has operated a 
retail furniture store. C is a loss corpora- 
tion with carry-over losses of $100,000. At 
this point, A would like co break its con- 
solidated return requirer .t, to achieve sep- 
arate surtax exemptions ivr B and C, and 
to preserve and use the loss carry-over of 
C. Particular attention must now be directed 
to Section 269 of the Code, which provides a 
rule of disproportionate purchase price as 
evidencing a tax avoidance purpose on the 
acquisition of loss corporations, wherein the 
Commissioner seeks to deny the loss carry- 
over and the other tax benefits where the 
principal purpose of the acquisition was tax 
reduction by securing benefits not other- 
wise available. Assuming that A can estab- 
lish the principal purpose as a sound busi- 
ness purpose not subject to the provisions 
of Section 269, it must now go to Section 382, 
which provides that the loss carry-over will 
not be permitted unless Corporation C will 
continue essentially in the same business and 
in the same location. Corporation A will 
operate in such manner as to avoid all the 
objectionable practices in Section 382(a) 
(1)(c) and, accordingly, will continue to 
conduct C’s business unchanged from its 
business prior to the affiliation. 
At the end of the year 1956: 


Parent A—net income 
Subsidiary B—net income 
Subsidiary C—net loss (10,000) 


The consolidated return requirement is 
now broken, and all three corporations have 
the right to a new election. They will file 
separate returns. Although C’s loss is not 
deductible in separate returns for 1956 and 
gives no tax reduction to A and B, there 
would be no advantage to filing a consoli- 
dated return because of objections inherent 
in this method of reporting. 


$300,000 
100,000 


In 1957 Parent Suffers Serious Losses 
Resulting from Labor Strikes 
in Its Manufacturing Plant 
The results for the year 1957 show the 
following: 
($400,000) 
200,000 
75,000 


Parent A—net loss 
Subsidiary B—net income 


Subsidiary C—net income 


The affiliated group may elect to file con- 
solidated returns during any year without 
permission from the Commissioner. If it 
files separate returns, A would carry back 
its $400,000 loss to 1955 and 1956 and obtain 
a refund of taxes paid for those years; B 
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would pay a tax on $200,000; and C would 
file a loss return (by offsetting its 1957 in- 
come of $75,000 against its unused losses of 
$100,000 carried forward from the year prior 
to affiliation and $10,000 loss suffered in 
1956, which loss was not used because a 
consolidated return was not filed in 1956). 
Corporation A decides to file a consolidated 
return and thus avoid the tax B would have 
had to pay in a separate return. A will file 
a claim for refund carrying back its $200,000 
consolidated loss against A’s 1955 consoli- 
dated income. The consolidated group may 
use the benefit of C’s carry-over losses to 
the extent of $75,000 during years prior to 
affiliation, and it will continue to have an 
unused loss carry-over of $35,000, which 
may be used to offset future income earned 
by C but not by any other member of the 
affiliate group. This example illustrates the 
requirement that losses suffered prior to 
affiliation may be used to offset income 
earned only by the same corporation, and 
losses suffered prior to affiliation may not 
be used to offset income of any other cor- 
poration in the affiliated group. 


Parent Liquidates One of Its Subsidiaries 


A discussion of the parent-subsidiary re- 
lationship would not be complete without a 
reference to the problems of subsidiary dis- 
solutions. 


The complete liquidation of a subsidiary 
generally may be accomplished without gain 
or loss under Section 332. If the stock of 
the subsidiary were held for less than two 
years, the presumption is that the stock was 
purchased to obtain the subsidiary’s assets, 
and its cost basis of the stock will be allo- 
cated to the assets received on dissolution 
(Section 334(b)(2)(B)). If the subsidiary’s 
stock had been held for more than two 
years, the cost basis of the assets received 
on dissolution will be the same as the basis 
in the hands of the subsidiary (Section 334 
(b)(1)). 

Since the parent generally has the oppor- 
tunity to plan the timing of a dissolution of 
a subsidiary, it has these two alternatives, 
each of which may be desirable under given 
circumstances: 

(1) Dissolve the subsidiary within two 
years after purchase of the stock. It will 
then use the cost basis of its stock as the 
basis of the assets received on dissolution 
(Section 334(b)(2)(B)). This makes sense 
where it paid a premium for the stock of the 
subsidiary, but it will lose the benefit of any 
unused loss carry-over of the subsidiary 
(Section 381). 
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(2) Dissolve the subsidiary after two years 
from the date of purchase of the stock. It 
will then use the cost basis of the assets to 
the subsidiary (Section 334(b)(1)). This 
makes sense where it made a bargain pur- 
chase of the stock, as it will obtain a stepped- 
up basis for the subsidiary’s assets (for 
depreciation and for cost in the event of sale). 
It will also retain the unused loss carry- 
overs of the subsidiary (Section 332). 


Reference has been made to the cost basis 
of the subsidiary’s stock in the hands of the 
parent. This can be an involved computa- 
tion, and the cost basis may not be the same 
as it appears on the books of the parent. 
The cost basis of the investment in the sub- 
sidiary must be reduced by the subsidiary’s 
losses during consolidated return years which 
could not have been used by the subsidiary 
as carry-backs or carry-overs had it filed 
separate returns for each year. The pur- 
pose of this computation is to prevent losses 
from being deducted twice—once in a con- 
solidated return and again when the stock is 
sold or the subsidiary liquidated. 


In a tax-free liquidation under Section 332, 
the unused losses of the subsidiary during 
the period of affiliation may be deducted by 
the parent in the year of liquidation, pro- 
vided that the basis of the assets received 
on dissolution by the parent will be the same 
as in the hands of the subsidiary (Section 
381(a)(1)). There is a specific provision 
that a liquidation where there is a changed 
basis of the assets, as under a Section 334 
(b)(2)(B) liquidation, will result in the loss 
of unused carry-over losses and the losses 
will not be transmitted to the parent (Sec- 
tion 381(a)(1)). Here again, complexity is 
the rule, and the simple statement that the 
parent may deduct the unused losses of the 
subsidiary on dissolution is governed by a 
series of rules providing a limitation in the 
year of dissolution. These lengthy rules are 
set out as clearly as can be expected in the 
Senate committee report on Section 381. 


Conclusion and Comments 


Given the choice, consolidated returns 
should not be filed unless immediate advan- 
tages accrue. In separate returns, each 
corporation has its own surtax exemption; 
in a consolidated return, there is only one 
surtax exemption. When some members of 
the affiliated group have current year’s losses, 
these losses will offset income of the remain- 
ing members in a consolidated return. If a 
loss corporation in an affiliated group ex- 
pects to earn income within five succeeding 
years of an amount equal or more than its 
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WHY THE CONSOLIDATED RETURN? 


Corporation A is a successful furniture manufacturer. 


In 1954 it organizes 


a wholly owned subsidiary, Corporation B, to operate a retail furniture 


History store in another state. 


In 1956, for the purpose of providing a further 


outlet for A’s expanded production, A buys 100 per cent of the capital shares 
of Corporation C, which owns a retail furniture store and has a 1955 loss 


carry-over of $100,000. 
Summary 
of profits 
and losses; 
problem 
stated 


Year 
1954 
1955 (C’s loss—$100,000) 
1956 
1957 


Solution 


$100,000 


(400,000) 


1954—Elect to file consolidated return 
1955—Must file consolidated return 


A Cc 
Parent Subsidiary Subsidiary 
($ 75,000) —_ 
25,000 _- 
100,000 ( 10,000) 
200,000 75,000 ( 





Consoli- 
dated 

$ 25,000 
225,000 
390,000 
125,000) 


200,000 
300,000 





1956—New right of election; file separate returns 
1957—Elect to file consolidated return 


1957 consolidated net loss 


Carry forward C’s loss prior to affiliation 


Detailed 
solution 
for 1957 


1957 consolidated net loss, per return filed 
Parent A will carry back its 1957 unused consolidated loss of $200,000 to 
1955, and file a claim for refund to recover 1955 taxes. 
$35,000 unused loss carry-over ($100,000 + $10,000 


($125,000) 
( 75,000) 


($200,000) 


Subsidiary C has a 
$75,000). 


loss carry-forward, the affiliated group would 
probably do better to file separate returns. 
When there are sizable amounts of inter- 
company profits in inventories, the affiliated 
group would do better to file a consolidated 
return, thus eliminating these paper profits. 


The value of a consolidated return falls 
largely in the area of loss corporations. 
Seemingly strange deals have been made 
where loss carry-overs have been considered 
in the negotiations. The intent, of course, is 
to retain the loss carry-over of a purchased 
company and to use the loss to reduce sub- 
sequent taxable income. It has been estab- 
lished under the 1939 Code that losses of 
the subsidiary prior to affiliation may be car- 
ried forward into a consolidated group and 
deducted from postaffiliation income of that 
subsidiary only. The rule applies to the 
1954 Code as well. Under the 1939 Code 
apparently the only requirement to retain 
the loss carry-over was to keep the cor- 
poration in existence. However, Section 
269 and Section 382 of the 1954 Code now 
embody all the restrictions of the loss carry- 
over provisions to subsidiary acquisitions, 
so that the carry-over may not be sustained 
without continuation in the line of 
business, in the same locale, and only if the 
acquisition did not have a tax 
motive as its primary purpose. 


same 


avoidance 


Consolidated Return 


The working-out of these rules presents 
extremely interesting possibilities. 
For example, what would be the effect of 
merging a profit corporation into a 
corporation and then bringing the resultant 
corporation into a consolidated group? It 
would seem that the losses of the loss cor- 
poration suffered prior to the merger could 
be used by it to offset the postmerger gains 
of the profit business, absorbed in the 
merger, and any remaining could be 
brought into the consolidated group. Until 
recently this presumption may have been 
acceptable, but a recent decision casts a 
good deal of doubt upon this proposition. 
On May 27, 1957, the Supreme Court 
rendered its decision in Libson Shops, Inc 
v. Koehler, 57-1 ustc § 9691, 77 S. Ct. 990, 
affirming the decision of the United States 
District Court. sriefly, the taxpayer, a 
corporation, provided a management service 
to 16 retail stores, each a separate corpora- 
tion. The 16 corporations were merged 
into the seventeenth management corpora- 
tion. Three of the 16 corporations had loss 
carry-forwards, which the acquiring corpo- 
ration sought to use in its first return. The 
Court held that, notwithstanding the ex- 
tinguishment of the separate corporation 
structures, the loss attributes applied only 
to the separate stores, which continued to 
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If there is any likelihood that substantial amounts of income 

will be accumulated, it will generally be advisable to create a number of separate 
trusts, particularly where provision is to be made for a number 

of different beneficiaries, conclude the authors. This article is reprinted, 

with permission, from the Proceedings of the New York University 

Sixteenth Annual Institute on Federal Taxation, 

published by Matthew Bender & Company, Albany 1, New York. 


Effective Use of Multiple 


rMRUSTS ARE CREATED to serve 

- many purposes, both tax and nontax.’ 
In some cases, these objectives can best be 
achieved by creating a number of trusts 
rather than a single trust. By the use of 
multiple trusts, we mean simpl. the crea- 
tion of a number of separate trusts by the 
same grantor or testator.’ 


USE OF MULTIPLE TRUSTS 
TO MINIMIZE INCOME TAXES 


Multiple trusts were used long before 
there was any income tax, because they 
were useful in segregating which 
were intended to provide for different bene- 
ficiaries or to achieve different estate plan- 
ning objectives.’ In recent years, minimizing 
of income taxes has become an important 


assets 


reason for using multiple trusts, and has 
led to the creation of multiple trusts in 
many cases where the grantor or testator 
would otherwise have created a single trust 
or made an outright gift.‘ 


Trusts to Accumulate Income 


One of the most effective ways to mini- 
mize income taxes is through the accumu- 
lation of income in a trust.’ The income 
tax advantage of such an accumulation re- 
sults from the fact that the trust as a sepa- 
rate taxpayer—rather than the beneficiary 
—pays the tax on the accumulated income.‘ 
However, if the accumulated income is sub- 
stantial, the trust may find itself in high 
income tax brackets. In that case, if the 
income can be accumulated in a number of 





11 Scott on Trusts (2d Ed., 
Casner, Estate Planning (2d Ed., 1956), p. 108; 
Trachtman, Estate Planning (1955), p. 107; 
Winton, ‘“‘Trusts in Estate Planning,”’ 1 Las- 
ser's Estate Tax Techniques (1956), p. 1247; 
Massey, Kennedy and Westfall, ‘‘Trusts,"’ 2 
Appleman’'s Basic Estate Planning (1957), pp. 
478, 485: Barclay, “‘Uses of Living Trusts,'’ 35 
The Trust Bulletin 11, 94 Trusts and Estates 
920 (1955). 

2 The discussion which follows will generally 
be applicable to both inter vivos trusts and 
testamentary trusts. In discussing the income 
tax aspects, it will be assumed, in the case of 
inter vivos trusts, that the income of the 
trust is not taxable to the grantor under the 
Clifford sections, 1954 Code Secs. 671 to 677. 
In the case of both inter vivos and testamentary 
trusts, it will be assumed that the income is not 
taxable to a person other than the creator of 
the trust under Code Sec. 678, or under the 
support regulation, Regs. Sec. 1.662(a)(4). 

3See discussion in the text under ‘‘Nontax 
Uses of Multiple Trusts."’ 

*In many cases where income tax saving is 
the motivating factor, the creation of multiple 
trusts will also have other advantages. In 
any event, in most cases the use of multiple 
trusts will be perfectly consistent with the 
nontax objectives of the grantor or testator. 
For an instance where multiple trusts will not 
accomplish the purposes which the grantor or 
testator seeks to achieve, see discussion in the 
text. 


588 


1956), p. 510; 


August, 1958 @ 


*5 New York and ten other states impose re- 
strictions against accumulating income. Thus, 
in New York, trust income may be accumulated 
only for a minor during his minority (New 
York Personal Property Law Sec. 16; Real 
Property Law Sec. 61). In New York and 
perhaps in some of the other so-called ‘‘strict 
accumulation states,’’ it is possible to get the 
income tax benefit of accumulations by creating 
insurance trusts, the income of which is to be 
used to pay premiums on life insurance owned 
by the trusts (New York Personal Property 
Law Sec. 16 (last paragraph); Matter of Hart- 
man, 126 Mise. 862 (1926); Mannheimer and 
Wheeler, ‘‘Trusts of Insurance on Relatives’ 
Lives—Their Tax Advantages,"’ 111 Journal of 
the American Society of Chartered Life Under- 
writers 238, 240 (1949)). 

® 1954 Code Sec. 641(b). For discussion of ac- 
cumulation trusts, see Fleming, ‘“‘The Use of 
Powers in Estate Planning,’’ 32 TAXES 24, 27 
(January, 1954); Friedman and Michaelson, 
“How to Plan for the Income of an Estate,"’ 
2 Lasser’s Estate Tax Techniques (1955), p. 
1541; Winton, article cited at footnote 1, at p. 
1256: Kennedy, Federal Income Taxation of 
Trusts and Estates (1948), p. 124; Friedman, 
“Planning for the Income of an Estate and 
Its Heirs,’’ Proceedings of the New York 
University Sixth Annual Institute on Federal 
Taxation (1948), pp. 63, 82. 

Of course, if the income is currently dis- 
tributable to the beneficiary by the terms 
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separate trusts, the income will be taxed to 
these trusts as separate taxpayers and thus 
kept in low income tax brackets.’ 


Income in respect of a decedent.—The use 
of multiple trusts may be particularly im- 
portant in the case of a testator whose estate 
will consist in large part of a right to receive 
payments which will be taxable as income in 
respect of a decedent, for example, an 
employee’s deferred compensation or an 
insurance agent’s renewal commissions, or a 
partner’s liquidating payments which are 
treated as income under Code Section 736(a). 


For example, an executive has a contract 
with his company under which he is to re- 
ceive substantial payments for a specified 
period after his retirement. If he 
before retirement or before the end of the 


dies 





(Footnote 6 continued) 

of the trust instrument, with no discretion in 
the trustee to accumulate it, the income will 
be taxable to the beneficiary even though the 
income is in fact accumulated in the trust (1954 
Code Sec. 652(a)). 

The accumulated income may also be taxable 
to the beneficiary if it is later distributed 
under such circumstances as to bring the dis- 
tribution within the operation of the five- 
year throwback rule (1954 Code Secs. 665-668), 
discussed later in the text 

* Thus, income of $20,000 earned by a trust 
in one year and accumulated in the trust, will 
be subject to federal income tax of $7,207: the 
same $20,000 of income accumulated in three 
trusts will be subject to federal income tax 
of $4,590. The aggregate saving over a period 
of years can be substantial. 

’ For discussion of income in respect of a 
decedent, see Louthan, ‘Taxation of Income 
in Respect of Decedents,"’ 36 The Trust Bulle- 
tin 44, 96 Trusts and Estates 236 (1957): 
Williams, ‘‘How to Handle Income in Respect 
of a Decedent,’’ 2 Lasser’s Estate Tax Tech- 
niques (1956), pp. 2027, 2051; Kindel, ‘‘What 
Is Income in Respect of Decedent?"’ 95 Trusts 
and Estates 332 (1956). 
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specified period, the payments which he has 
not received are to be made to his estate 
or to his designated beneficiary. As the 
deferred compensation payments are made 
under the arrangement, whether during the 
lifetime of the employee or after his death, 
they are taxable as income to the recipients.” 
Even in a modest estate, if the deferred 
compensation payments are received by a single 
beneficiary, whether under the will or by the 
terms of the deferred compensation agree- 
ment, the income tax burden may be very 
substantial. 


Spreading deferred compensation.—In this 
situation, it is important to spread the de- 
ferred compensation payments among a 
number of taxpayers. The right to receive 
these payments can be given to a trust 
with discretion in the trustee to accumulate 
the payments or to allocate them among the 
wife and children of the testator. Thus, 
the payments can become taxable to a num- 
ber of separate taxpayers, namely, the wife, 
the children and the trust itself. However, 
if the wife and children are in substantial 
brackets, 
will depend on accumulating the payments 
trust. Accumulating the payments 
trusts reduce the 
income tax payable with respect thereto.” 


income tax income tax saving 
in the 
in several will serve to 

Where an employee with a deferred com- 
pensation arrangement has a wife and three 
children, a typical will arrangement might 
be to (after 
setting apart the marital deduction portion) 
into four trusts which would re- 


divide the residuary estate 
Separate 





* 1954 Code Sec. 691; U. S. v. Ellis, 57-2 ustc 
§ 9899, 154 F. Supp. 32 (DCN. Y.). 

The value of the income payments will be 
included in the husband's estate for estate 
tax purposes, but the widow or other recipient 
of the income will get a deduction from income 
for the estate tax paid on the income received 
(1954 Code Sec. 691(c)) The effect of this 
deduction is merely to avoid imposition of an 
income tax on that portion of the income paid 
out by way of estate tax 

%” Accumulating these income payments in 
trusts for adults is not prohibited even in New 
York and other strict accumulation states. The 
reason is that these payments which represent 
income in respect of a decedent are, for probate 
purposes, regarded as principal (Matter of Pen- 
nock, 285 N. Y. 475). However, the will should 
make clear the decedent's intention whether, 
and to what extent, the income payments are to 
be retained in the trust or distributed to the 
beneficiaries, or should give the trustee discre- 
tion to make the determination. Otherwise, the 
determination will be made by the probate court 
in a construction proceeding (Matter of Pen- 
nock, cited above). 
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Winer & Friedman, New York City. 
Mr. Wheeler is a member of 

the New York bar and chief counsel, 
Estate Planning Corporation. 


ceive the deferred compensation payments.” 
Under one trust, the trustee could be given 
discretion to distribute all or part of the 
compensation to the widow or to retain all 
or part of it in the trust. Under each of the 
other three trusts, the trustee could be given 
discretion to allocate all or part of the 
compensation to one of the children, his 
spouse and issue, or to accumulate all or 
part of it in the trust. If none of the bene- 
ficiaries has any need for the income, so 
that the trustee does not see fit to make 
any distributions, the deferred compensation 
would be taxable to the four trusts as sepa- 
rate taxpayers.” 


Trusts to Receive Capital Gains 


Multiple trusts are also used to minimize 
capital gains taxes. Capital gains which are 
currently distributable to the beneficiaries 
and are not actually distributed to them are 
taxable to the trust.” Where substantial 
capital gains are realized by a single trust, 





the trust may be required to pay taxes at 
the 25 per cent maximum rate applicable 
to long-term capital gains, even though 
there is no other income taxable to the 
trust. By having the capital gains realized 
by a number of trusts, the tax will be 
substantially reduced. Where the trusts 
are created with assets which have substan- 
tially appreciated in value, the income tax 
saving can be impressive.“ 


Multiple Trusts 
and Five-Year Throwback Rule 


The five-year throwback rule enacted by 
the 1954 Code restricts to a degree the 
income tax saving that can be effectuated 
through accumulating income in a trust.” 
The effect of the throwback rule is to re- 
quire, subject to certain exceptions, that the 
accumulated income be retained in the 
trust for at least five years after the year 
in which it is earned, in order to avoid hav- 
ing the income taxed to the beneficiaries. 
Moreover, any distribution from the trust, 
whether it be labeled principal or income, 
will be deemed a distribution of the ac- 
cumulated income to the extent that it 
exceeds the income of the trust for the 
current year.” Accordingly, if it is desired 
to permit accumulation of income in a trust 
and also to make distributions to the bene- 





"If possible, allocation to the marital deduc- 
tion portion of the right to receive any of the 
deferred compensation payments (or other in- 
come in respect of a decedent) should be 
avoided, since this may result in a partial loss 
of the income tax deduction, under 1954 Code 
Sec. 691(c), referred to in footnote 9. Williams, 
‘“‘How to Handle Income in Respect of a Dece- 
dent,"’ 2 Lasser's Estate Tax Techniques (1956), 
pp. 2027, 2052; Drye, Jr., ‘““‘The Taxation of a 
Decedent's Income,’’ 8 Tax Law Review 201, 
214 (1953). See also Estate of Thomas A. Des- 
mond, CCH Dec. 20,571(M), 13 TCM 889. 

“2 The kind of arrangement described above 
cannot be made while the employee is alive, 
since earned income cannot be assigned so as 
to avoid its taxation to the person who earns 
it (Lucas v. Earl, 2 ustc § 496, 281 U. S. 111 
(1929); Hall v. U. 8., 57-1 ustc { 9522, 242 F. 
(2d) 412 (CA-7)). 

The foregoing doctrine does not prevent trusts 
from being recognized as members of a family 
partnership where the conditions of 1954 Code 
Sec. 704(e) are met. See Balter, ‘‘Major Tax 
Savings for Family in Use of Family Partner- 
ship plus Multiple Trusts,’’ 5 Journal of Taxa- 
tion 212 (1956); Jessup, ‘‘How to Draft the 
Partnership Agreement and Trust Provisions for 
a Family Partnership with Trusts as Partners,"’ 
Proceedings of Fighth Tax Institute, University 
of Southern California (1956), p. 137. 

43In most jurisdictions, capital gains are re- 
tained by the trust as part of the principal, un- 
less the trust instrument explicitly directs the 
trustee to distribute them or gives him discre- 
tion to do so. 


590 August, 


1958 e@ 


In the case of short-term trusts (1954 Code 
Sec. 673), if the capital gains are to revert to 
the grantor on the termination of the trust, 
they will be taxable to the grantor as they are 
realized by the trust (Regs. Sec. 1.677(a)- 
1(b)(2); Commissioner v. Wilson, 42-1 ust 
§ 9244, 125 F. (2d) 307 (CA-7); Armour v. Com- 
missioner, CCH Dec. 11,053, 41 BTA 777 (1940)). 

™ At hearings before the Joint Committee on 
Tax Evasion and Avoidance, 75th Cong., Ist 
Sess. (1937), it appeared that one family had 
saved about $530,000 in capital gains taxes by 
transfer of appreciated assets to 64 trusts for 
four beneficiaries. 

4 Secs. 665-668. For discussion of the five-year 
throwback rule, see Casner, work cited at foot- 
note 1, at p. 594; Kennedy, ‘Accumulation 
Trusts and the Throwback Rule,"”’ 93 Trusts 
and Estates 864 (1954); Foosaner, ‘Five-Year 
Throwback Rule,’ 95 Trusts and Estates 688 
(1956); Foosaner, ‘‘Five-Year Throwback Rule 
in Action,’’ 95 Trusts and Estates 17 (1956); 
Browne, ‘'Five-Year Throwback and Separate 
Share Rules—Utilization by the Trust Drafts- 
man,"’ Proceedings of the New York University 
Fourteenth Annual Institute on Federal Taxa- 
tion (1956), p. 463. 

1% Sec. 665(b). This is subject, however, to 
certain exceptions contained in Code Sec. 663(a). 
The most important of these exceptions is the 
one which excludes from the amount deductible 
by the trust and taxable to the beneficiary, a 
gift or bequest of a specific sum of money or 
of specific property paid ‘‘all at once or in not 
more than three installments,"’ provided it is 
not required to be paid out of income. 
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used. 

and 
income or 
The other 
beneficiaries 
the 


ficiaries, separate trusts should be 
One trust would accumulate income 
make no distribution either of 
principal to the beneficiaries. 
trust would distribute to the 
its income and, in the discretion of 
trustee, principal as well.” 


It is believed that the foregoing sugges- 
tion will have its most practical application 
in the case of life insurance trusts. It is 
sometimes overlooked that a life insurance 
trust in which the income is used to pay 
premiums is, in effect, an accumulation trust, 
so that any distributions to the beneficiary 
from such a trust would be subject to the 
five-year throwback rule. 


Exceptions to five-year rule.—Certain dis- 
tributions which would otherwise fall within 
the application of the throwback rule are 
excepted from the rule by statutory ex- 
emptions.” In taking advantage of certain 
of these exemptions, multiple trusts can be 
useful. Thus, each trust has an exemption 
from the throwback rule for $2,000 of ac- 
cumulated income distributed in any year,” 
so that if a number of trusts are created, 
substantial amounts of income can be ac- 
cumulated and then distributed to the bene- 
the tax 
benefit of having the accumulated income 
taxed to the trusts. 


ficiaries without losing income 


Another exemption from the throwback 
rule is for amounts paid to a beneficiary as 
a final distribution of the trust.” Since a 
partial distribution or partial 

“It has been suggested that the possession by 
a beneficiary of a power to withdraw part of 
the principal of a trust may concievably result 
in the distributable net income of the trust, up 
to the amount of the permissible withdrawal, 
being taxed to the beneficiary possessing the 
power, and that accordingly such a power of 
withdrawal should not be conferred on a bene- 
ficiary where the trustee is given discretion to 
accumulate the income. Instead, it is suggested 
that two trusts be created, one under which the 
income is required to be paid to the beneficiary 
and under which he has a power of withdrawal. 
and another under which the trustee has discre- 
tion to accumulate the income and the bene- 
ficiary has no power of withdrawal (Casner, 
‘Estate Planning—Beneficiary Controls of Trus- 
tee’s Discretion,’’ 36 The Trust Bulletin 51, 
56, 96 Trusts and Estates 216, 218 (1957)). 

8 1954 Code Sec. 665(b). 

%” 1954 Code Sec. 665(b). 

*” 1954 Code Sec. 665(b)(4). The final dis- 
tribution must be made more than nine years 
after the date of the last traisfer to the trust 

2 Taylor, ‘‘Use of Trusts to Divide Income," 
Proceedings of the New York University Fif- 
teenth Annual Institute on Federal Taxation 
(1957), pp. 853, 869; Sutherland, ‘‘Estate Plan- 
ning Under the New Code,"’ 94 Trusts and 


termination 
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of a trust is not covered by the exemption, 
it is clear that in order to invoke the 
exemption, a separate trust for each bene- 
ficiary is required, except in the situation 
where all the beneficiaries are to 
final distribution at precisely the same time. 


receive 


Avoiding application of five-year throw- 
back rule—The throwback rule not 
apply to distributions of income accumu- 
lated more than five years prior to the year 
of distribution, and where such distributions 
are made, only the income earned by the 
trust in the year of distribution and the 
accumulated income of the preceding five 
years which is undistributed at the beginning 
of the year of distribution, will be taxable 
to the beneficiary. Accordingly, it has 
been suggested that if enough trusts are 
created, it is possible to accumulate a sub- 
stantial part of the income and then to pay 
out these accumulations to a particular bene- 
ficiary in a steady flow without having the 
accumulated income taxed to that beneficiary.” 


does 


Another method which has been sug- 
gested for avoiding application of the five- 
year throwback rule is the use of sub- 
sidiary trusts. Under this arrangement, the 
income of the trust is distributed to sub- 
sidiary trusts particular beneficiaries 
and there accumulated.” 


for 
This income would 
not be regarded as accumulated in the main 
trust, 
years 


with the result that in the following 


distributions in excess of current 


income could be made to the beneficiaries 
from the main trust without application of 
the five-year throwback rule.” 


Estates 388, 432-433 (1955): Ervin, ‘‘Multiple Ac- 
cumulative Trusts and Related Problems Under 
the Income Tax,'’ 29 Southern California Law 
Review 402, 406 (1956). 

However, if the only purpose served by creat- 
ing a number of trusts is to have the income 
taxed to the trusts while the beneficiary receives 
the benefit of the income, it is doubtful whether 
the trusts would be recognized as separate tax- 
payers. Cf. Gregory v. Helvering, 35-1 vustc 
{ 9043, 293 U. S. 465 (1935), although the ‘“‘busi- 
ness purpose’ doctrine of this case has not been 
applied to trusts in any adjudicated case. See 
discussion in Note, 24 University of Chicago 
Law Review 156, 162 (1956); and in Note, 40 
Columbia Law Review 309, 316 (1940). See 
also discussion and illustrations in Surrey and 
Warren, Federal Income Taxation, Cases and 
Materials (1955 Ed.), pp. 763-764. 

2 See, for example, Lindley v. U. S., 57-2 ustc 
19893 (DC Minn.). See also illustrations in 
Surrey and Warren, cited at footnote 21, at 
p. 763. 

* See authorities cited at footnote 21. 

Where the main trust gives the trustee discre- 
tion to allocate the income among a group of 
beneficiaries and if, he sees fit, to accumulate 
such income for the beneficiary to whom it is 

(Continued on following page) 
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NONTAX USES OF MULTIPLE TRUSTS 


As pointed out above, in many 
multiple trusts are used to achieve estate 
planning objectives having nothing to do 
with taxes. We now consider some of 
these nontax uses of multiple trusts. 


cases 


Avoiding Discord Among Beneficiaries 


For the purpose of achieving flexibility 
and income tax saving, grantors and tes- 
tators often create “sprinkling trusts,” un- 
der which the trustee is given discretion 
to allocate the trust income among a group 
of beneficiaries.“ For example, a testator 
with a wife and three children may in his 
will, after providing for the wife’s marital 
deduction portion, put the remainder of 
his estate in a sprinkling trust under which 
the trustee is given discretion to allocate 
the income among a class composed of the 
testator’s children and the issue of the 
children. This arrangement achieves flexi- 
bility, since the trustee is able to use the 
income of the entire fund for those of the 
beneficiaries who need it. Since these bene- 
ficiaries are likely to be in low income 
tax brackets, there is a substantial income 
tax saving as well.” 


Separate trust for each family unit.—An 
objection to this type of discretionary trust 
is that it is likely to promote discord among 
the children, at least when the children are 
grown and have families of their own. 
Where the amount involved is substan- 





tial, this objection can, to a great extent, 
be overcome by providing for a separate 
sprinkling trust for each child and _ his 
issue. Under this arrangement, the likeli- 


hood of discord among the children is re- 
duced to a minimum because the class of 
beneficiaries of each trust is limited to a 
single family unit. 


This arrangement for a separate sprinkling 
trust for each family unit need not end 
when a child dies. Unless prevented by 
the applicable rule against perpetuities, the 
child can be given a testamentary power 
of appointment” which he can exercise by 
splitting the principal of the trust so that 
there will be one separate smaller sprinkling 
trust for the family of each of his own 
children. The original trust instrument 
can provide for such separate sprinkling 
trusts for the families of the grandchildren 
if the child should fail to exercise the testa- 
mentary power of appointment. 


If the amounts warrant, consideration 
should be given to creating at the outset 
a separate trust in respect of each child 
and each grandchild. In the case of each 
trust set apart in respect of a child, the 
child and the testator’s wife can be the 
income beneficiaries. In the case of each 
trust set apart in respect of a grandchild, 
the grandchild, the child and, if desired, 
the wife of the testator, as well as the 
grandchild’s children (if and when there 
are any), can be the members of the class 
of beneficiaries that may receive income.” 





(F votnote 23 continued) 

allocated, then his allocation of income to a 
separate accumulation trust for a particular 
beneficiary effects a substantive change which 
should be recognized for tax purposes. On the 
other hand, where the income of the main trust 
is required to be paid to, or accumulated for, 
a single beneficiary, or for several beneficiaries 
in fixed proportions, it is doubtful whether a 
subsidiary trust to accumulate income for a 
particular beneficiary should be recognized as 
a separate taxpayer. 

**For discussion of sprinkling trusts, see 
Mannheimer, Wheeler and Friedman, ‘‘How to 
Use Springling Trusts,’’ 1 Lasser'’s Estate Tax 
Techniques (1955), p. 1077, reprinted in 33 
TAXES 532 (July 1955); 1 Bowe, Estate Plan- 
ning and Taxation (1957), p. 141; Baer, ‘‘Keep- 
ing Control of the Spray Trust in the Family: 
Income Tax Problems,’’ 34 TAXEs 734 (Novem- 
ber, 1956); Sutter, ‘‘The Pro and Con on the 
Use of Sprinkling Trusts,’’ 42 Illinois Bar Jour- 
nal 548 (1954); Fleming, article cited at footnote 
6, at p. 28; McLucas, ‘Income Tax Planning in 
the Transmission of Wealth,’’ 30 TAXEs 973, 
975 (1952); Lacovara, ‘‘Code’s Effect on Estate 
Planning,’’ 94 Trusts and Estates 1034, 1035 
(1955); Mannheimer and Friedman, ‘Income 
Tax Aspects of Various Will and Trust Arrange- 
ments,’’ Proceedings of the New York Uni- 
versity Tenth Annual Institute on Federal 
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Taxation (1952), pp. 909, 914; Mannheimer, 


“Sprinkling—A Valuable Technique for Wills,"’ 
86 Trusts and Estates 451 (1948); ‘Report of 
Subcommittee on Sprinkling Trusts,’’ 1956 Pro- 
ceedings of the Probate and Trust Law Division, 
American Bar Association 89, reprinted in 95 
Trusts and Estates 919 (1956). 

*If the wife is also named as a member of 
the class of beneficiaries, there is a potential 
estate tax saving in the arrangement. This 
arises from the fact that the wife, protected 
by the sprinkling trust, may be encouraged to 
make gifts to the children and grandchildren 
of her marital deduction share, thus reducing 
the estate tax in her estate. If the marital de- 
duction share is in trust, the wife should be 
given the right to withdraw principal for the 
purpose of making such gifts (Mannheimer, 
Wheeler and Friedman, ‘‘New Look at Sprin- 
kling Trusts,’’ 94 Trusts and Estates 8, 9 
(1955)). 

** To avoid inclusion of the appointive prop- 
erty in the child's estate for estate tax purposes, 
the testamentary power of appointment should 
be a limited power, under which the child could 
not appoint to his estate his creditors or the 
creditors of his estate (1954 Code Sec. 2041). 

27 Grandchildren born after the creation of the 
trust can be provided for by separate trusts 
set apart from the principal of the original trust 
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To the extent permitted by the applicable 
local law, the trustee could be given discre- 
tion, with respect to each trust, to accumu- 
late any income which he did not see fit 
to distribute to the members of the class 
of income beneficiaries.” 


Invasion of corpus.—Even where sprinkling 
of income is not desired, it will generally 
be advisable to give the trustee discretion 
to invade principal for the beneficiaries in 
case of need.™ Here again, even though 
the only discretion is with respect to prin- 
cipal, it will usually be advisable, in order 
to avoid among the children, to 
trust in respect of each 
child, so that any invasion of principal for 
the benefit of one child and his family will 
not affect the shares of the other children.” 


disec rd 


create a separate 


Use of single sprinkling trust—Where 
the amounts involved are not large, a single 
sprinkling trust for the benefit of all the 
children and their families may be advisable. 
In this situation, the possibility of discord 
among the children may be outweighed by 
the flexibility which a single trust affords. 
The trustee’s power to cross family lines, 
favor child and his family 
over another, while it increases the risk of 
discord, may nevertheless be desirable be- 
cause it makes the entire fund available for 
any child or grandchild who finds himself 
in need. 


so as to one 


Even in a large estate, where there is a 
likelihood that substantially all of the in- 
come, and perhaps principal as well, will be 
required for one child, for example, be- 
physical disability or economic 
circumstances, a single sprinkling trust for 
all the children and their families may be 
desirable. 


cause of 


Achieving 
Various Estate Planning Objectives 


In most multiple trusts will be 
created for the purpose of providing for a 
number of different beneficiaries.“ In some 
cases, entirely apart from tax considera- 
tions, creating a number of separate trusts 


cases, 


for the same beneficiary may be desirable. 


Single life beneficiary: multiple remain- 
ders.—Although there may be only 
beneficiary during the continuance of 
trust, separate trusts may be created be- 
cause of different plans for the ultimate 
disposition of the principal. Thus, a father 
desiring to provide for his son during the 
lifetime may create trust under 
which the principal on the son’s death will 
be payable to the son’s wife. Under another 
trust, the principal on the son’s death may 
be payable to the son’s issue. Under a third 
trust, the principal on the death may 
be payable in accordance with a testa- 
mentary power of appointment granted to 
the If the income of trusts is 
accumulated during the son’s lifetime, the 
accumulated income will 
wife, his issue or his 


one 
the 


son’s one 


sons 


son. these 
to the son’s 
appointees, as the 
case may be, together with the principal. 


pass 


Different kinds of discretion to trustee.— 
The trusts may also differ with respect to 
the discretion granted to the trustee. Thus, 
in the example just given, the father may 
want to be certain that the son’s wife and 
the death full 
principal of the two trusts of which they 
permit 


son’s receive the 


issue on 


are the remaindermen, and may 
invasion of principal for the son’s benefit 
only out of the trust which is subject to the 


son’s power of appointment. 





(Footnote 27 continued) 
created in respect of their parent. Under the 
rule against perpetuities, such new trusts could 
not be measured by the lives of the newly born 
grandchildren, but in most jurisdictions the 
trust may continue for any number of lives in 
being at the creation of the original trust, plus 
21 years from the expiration of the last meas- 
uring life. 

* As already pointed out, any such accumu- 
lated income will be taxed to the trust as a sepa- 
rate taxpayer, provided the accumulated income 
is not distributed under such circumstances as to 
bring the distribution within the five-year throw- 
back rule. Upon the death of the child or 
grandchild in respect of whom a trust was set 
apart, the principal of the trust and any accu- 
mulated income could be distributed to the issue 
of the child or grandchild or in accordance with 
a limited testamentary power of appointment 
granted to the child or grandchild. 

2 In Brandt v. Continental Bank & Trust Com- 
pany, 43 N. Y. S. (2d) 255 (1943), aff'd 47 
N. Y. S. (2d) 589, the income beneficiary—the 
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testator’s daughter—was ‘‘living in a state akin 
to poverty,’’ and her children were ‘‘suffering 
from malnutrition.’’ Because there was no 
power to invade principal, the trustee and the 
court were powerless to help. 

% Even where the trustee is not given discre- 
tion with respect to the distribution of income 
or principal, separate trusts for the children 
and even the grandchildren may be advisable 
because they will facilitate the ultimate dispo- 
sition of the principal. Thus, on the death of 
each child or grandchild, his separate share of 
the principal will go to his children or be dis- 
posed of pursuant to a testamentary power of 
appointment granted to the child or grandchild. 

Some states, including New York, have 
modified the common law rule against perpetui- 
ties so as to permit a trust to be measured by 
no more than two lives in being at the creation 
of the trust. In such states, separate trusts are 
necessary wherever more than two beneficiaries, 
for example, three children or a wife and two 
children, are to be provided for 
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If part of the fund is to go to a charity 
on the death of the son, it may be advisable 
to create a separate trust as to this portion. 
Under this trust, the trustee would not be 
granted any authority to invade principal 
for the son’s benefit, so that the charitable 
deduction, whether for estate tax or gift 
tax, would not be jeopardized.” 


Other reasons for creating separate trusts. 
—Even where there is no difference in the 
ultimate disposition of the principal and 
any accumulated income, or in the discre- 
tion granted to the trustee, separate trusts 
may be warranted by differences in the 
trustees,” in the trust periods,” in the in- 
vestment objectives which they seek to 
achieve,” in the rights which are conferred 
on the beneficiary,” in the rights which are 
retained by the grantor,” and in the time 
and method of creating the trusts.® 


DRAFTING 
AND ADMINISTRATIVE PROBLEMS 


The creation of separate trusts does not 
require separate trust instruments, and the 
assets of the separate trusts may be com- 
mingled for convenience in administration.” 
However, the intention to create separate 
trusts should be clearly expressed.” 


Administration of separate trusts v. one 
complex trust—The draftsman sometimes 
creates a single trust, instead of a number 
of separate trusts, in the interest of sim- 
plicity and to minimize the trustee’s com- 
missions. In practice, a trustee will usually 
find it simpler to manage several separate 
trusts for different income beneficiaries and 
remaindermen, than to manage a single 


trust requiring control accounts for a num- 
ber of beneficiaries having varying interests 
in principal and in current or accumulated 
income, As a result, it is sometimes pos- 
sible to make arrangements for a trustee 
to accept as compensation for managing a 
number of separate trusts the same com- 
missions that would be payable if a single 
trust were created. In any event, where 
there is any substantial accumulation of 
income, the income tax saving that will 
result from accumulating the income in a 
number of separate trusts will far exceed 
any increase in the trustee’s commissions. 


LEGISLATIVE HISTORY 
AND CURRENT DEVELOPMENTS 


In 1937, hearings before the Joint Com- 
mittee on Tax Evasion and Avoidance 
produced considerable evidence of the use 
of multiple trusts as a tax avoidance device," 
but the hearings did not result in any legis- 
lation with respect to multiple trusts, ex- 
cept that the personal exemption was denied 
to trusts which accumulate their income.* 


Proposed Legislation 
to Prevent Tax Avoidance 

Thereafter, Congress and the Treasury 
Department appear to have given compara- 
tively little attention to multiple trusts as a 
tax avoidance device, until in 1956 the 
problem was considered by the Mills sub- 
committee of the House Ways and Means 
Committee. Referring to multiple trusts, 
the subcommittee pointed out that cases 
have arisen “where an individual in order 
to avoid the effect of higher individual in 





321954 Code Secs. 2055, 2522. For discussion 
and cases as to charitable remainders subject to 
invasion, see Lewis, The Estate Tax (1957), 
p. 133. 

3% In one trust, consisting of stock of the 
family corporation, it may be desired to have 
business associates as the trustees. In another, 
consisting of other assets, a corporate trustee 
may be desired. 

34 One trust may terminate on the beneficiary's 
marriage, another when he attains a certain 
age, and still another may continue until some 
other event relating, perhaps, to the benefici- 
ary’s academic or business career. 

%In one trust, the trustee may be restricted 
to legal investments. In another, the objective 
may be to create a growth fund. 

% In one trust, the beneficiary may be given 
the power to draw down annually $5,000 or 5 per 
cent of the principal under the so-called ‘‘lapse 
of power’’ provisions (1954 Code Secs. 2041(b) (2) 
and 2514(e)). In another trust, he may be given 
a more substantial draw-down power. In still 
another trust, he may be given no such power 
at all. 
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* One inter vivos trust may be revocable. An- 
other may be irrevocable. 

% A father during his lifetime may create an 
inter vivos trust for the benefit of his son, and 
by his will he may create a testamentary trust 
for the same son. 

38° United States Trust Company of New York 
v. Commissioner, 36-1 ustc § 9040, 296 U. S. 481 

See, for example, Schall v. U. S., 57-2 usr 
{ 9894, (DC Minn.), where it was held that the 
trust instrument created a single trust for mul- 
tiple beneficiaries, rather than multiple trusts 
For extended discussion and reference to the 
authorities as to the construction question, see 
Note, 24 University of Chicago Law Review 156, 
161-162 (1956); and Ervin, article cited at foot- 
note 21, at pp. 418-421. 

** Report of the Joint Committee on Tax Eva- 
sion and Avoidance, 75th Cong., 1st Sess. (1937): 
Paul, ‘‘The Background of the Revenue Act of 
1937,’’ 5 University of Chicago Law Review 41, 
71 (1937). 

“ Revenue Act of 1937, Sec. 401. The present 
exemption of $100 for accumulation trusts (1954 
Code Sec. 642(b)) is too small to be a material 
factor in the creation of multiple trusts. 
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come tax brackets has set up several, in- 
stead of one, accumulation trusts for gifts 
in trust to the same individual,” and the 
suggestion was made that “solutions to 
this problem be examined by the subcom- 
mittee in connection with the study now in 
progress, of the tax treatment of 
aud trusts.” * 


estates 


Several months thereafter, in May, 1957, 
the advisory group studying Subchapter J 
(income of estates, trusts, beneficiaries and 
decedents) submitted a report, which it 
revised in November, 1957, proposing the 
enactment of a new section of the Code 
“to prevent tax avoidance by the creation 
of multiple trust entities in the form of 
separate trusts to the extent the primary 
beneficiaries of the currently accumulated 
income .. . or taxable income allocated 
to the corpus of each of the separate trusts 
are substantially the same.” “ 


Treating multiple trusts as single trust: 
exceptions.—Under the proposal, if a grantor 
or testator creates separate trusts, then to 
the extent that the “primary beneficiary or 
beneficiaries” of the currently accumulated 
income or the “taxable income allocated 
to corpus” ® of such trusts in any year are 
substantially the same, the separate trusts 
are to be treated as a single trust for in- 
come tax purposes.“ 


In the case of both inter vivos and testa- 
mentary trusts, the new section would not 
apply where the aggregate accumulated 
“Item 16 of the Mills subcommittee’s ‘‘List 
of Substantive Unintended Benefits and Hard- 
ships and Additional Problems for the Techni- 
cal Amendments Bill of 1957."’ 

“ First report of the advisory 
chapter J, at p. 3; revised first report, at p. 3 

Taxable income allocated to corpus will 
include capital gains and other taxable income 
which, under local law, are normally added to 
principal, but which may be distributed to the 
beneficiaries either separately or as part of a 
principal distribution. See footnote 10 with 
reference to income in respect of a decedent. In 
the interest of simplicity, we shall refer in our 
discussion to currently accumulated income, but 
the discussion will generally apply also to 
‘‘taxable income allocated to corpus."’ 

*“ The approach taken by the advisory group 
contrasts with that reflected by a suggested 
provision considered by a subcommittee of the 
Committee on Income of Estates and Trusts of 
the American Bar Association. That provision 
was as follows: 

“When it appears to the Commissioner that 
the principal purpose of the creation of two 
or more separate trusts (rather than a single 
trust) by the same grantor for the same bene- 
ficiary or group or class of beneficiaries is to 
reduce or eliminate the tax liability of such 
trusts or beneficiaries, he is empowered to con- 
solidate such trusts and determine the tax lia- 
bilities of the trusts and beneficiaries as though 


group on Sub- 


Multiple Trusts 


income of the trusts for the year is less 
than $2,000. Moreover, in the case of 
inter trusts, the new section would 
not apply where the separate trusts do not 
exceed three in number and no two of them 
were created within a period of 60 months. 


vivos 


Different beneficiaries.—It will be noted 
that the proposed new section is not de- 
signed to apply where separate trusts are 
different beneficiaries.” The 
main problem raised by the proposed legis- 
lation is in determining when the primary 
beneficiary or beneficiaries of the currently 
accumulated income substantially the 
The revised report of the advisory 
group gives a number of examples to illus- 
trate how the new would operate. 


created for 


are 
same. 


section 


Wife as beneficiary under several trusts.— 
One example makes it clear that where a 
testator or grantor with a number of chil- 
dren creates a separate sprinkling trust 
in respect of each child and his family, the 
new section will not apply merely because 
the testator’s or grantor’s wife is included 
as a member of the class of beneficiaries 
of each of the trusts.” However, wills 
creating sprinkling and accumulation trusts 
in which the testator’s wife is a member 
of the beneficiaries some- 
times include a provision to the effect that 
the welfare of his wife is the testator’s 
primary and that her are 
to be given first consideration by the trus- 
This presents the problem whether 


income 


= 
class ot 


concern needs 


tee.” 





all of the trusts constituted a single trust. The 
tax shall be allocated and assessed among the 
several trustees and beneficiaries in accordance 
with regulations prescribed by the Secretary 
or his delegate."’ (American Bar Association, 
Section of Taxation, 1956 Report of the Com- 
mittee on Income of Estates and Trusts.) 

The foregoing provision has the disadvantage 
that it imposes a subjective test. 

* The report states explicitly that ‘‘separate 
trusts retain their identity as separate tax 
entities if each trust is established for the 
benefit of different primary beneficaries of [the 
accumulated] income."’ (P. 3 of revised report.) 

* For a discussion of other problems created 
by the proposed legislation, see Tomlinson, 
“Critical Analysis of Proposed Law on Multiple 
Trust Taxation,”’ 96 Trusts and Estates 1180 
(1957). 

# Revised first report of the advisory group 
on Subchapter J, Example 2 at p. 6 

50° Sometimes a provision of this type is in- 
cluded because the testator wishes his widow 
to receive all that the trust can possibly provide 
for her. Sometimes the testator’s intention is 
merely to protect his wife in the event of 
remote contingencies. Sometimes the provision 
is no more than a gesture in recognition of the 
marital relationship. Whatever the real inten- 
tion, provisions of this type tend to be worded 
in much the same manner 
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such a provision will make the wife the 
“primary beneficiary” of the income ac- 
cumulated in the separate trusts. The 
original first report of the advisory group 
was silent on this point. The revised first 
report, however, indicates that under the 
proposed legislation, the wife will be re- 
garded as the primary beneficiary of all the 
trusts where, under the provisions of the 
will, the wife “is to be preferred so far as 
distributions under each trust are concerned.” ™ 


This result would be unfortunate if it 
were to be applied in all cases in which 
some preference for the wife is expressed. 
The result would seem quite unjustified if 
it were applied to wills in which, as a pre- 
cautionary matter and in order to safeguard 
the security of his wife under unanticipated 
adverse circumstances, a testator provides 
that his wife is to be preferred in the 
making of distributions from the trusts set 
apart in respect of the children, although 
it is apparent that the wife is adequately 
provided for by the marital deduction trust 
and her own assets, or either, and that there 
is little likelihood that distributions will 
be made to her from the trusts set apart 
in respect of the children.” 


Expression of preference for particular 
beneficiary should be limited —Whatever con- 
struction is ultimately placed upon the stat- 
ute as enacted, it would seem desirable 
for the draftsman to avoid expressing any 
preference for a particular beneficiary un- 
less it is considered necessary in order to 
give the beneficiary the desired protection. 
Moreover, any expression of preference 
should not be overstated, but should be 
limited in accordance with the degree of 
protection which the testator desires to 
give the preferred beneficiary. 

Two trusts with one benefictary—Another 
example in the report illustrates a case 
where the new section would apply.” The 
example describes two separate trusts, in 
both of which the trustee is given discre- 
tion to pay the income to the grantor’s 
son or to accumulate it in the trust. On 
termination of the trust, the principal and 
accumulated income are to be paid to the 
son or his estate. The only differences 
between the two trusts are a one-day dif- 


ference in the date of creation and a one- 
year difference in the date of termination. 
In both trusts, the grantor’s son is the sole 
income beneficiary and the son or his estate 
the remainderman entitled to receive 
the principal and accumulated income. 


sole 


On these facts it would seem that even 
under existing law, the separate trusts 
described in the example should be taxed 
as a single trust.* There are no adjudica- 
tions on the point and the proposed codi- 
fication is therefore desirable. 

Three trusts: one life beneficiary: three 
remaindermen.—Let us suppose, however, 
that we change the facts in the example 
just described so that on the termination 
trust, the principal and any ac- 
cumulated income will be payable to the 
son’s wife; and on the termination of the 
other trust, the principal and any ac- 
cumulated income will be payable to the 
son’s issue. Let us add a third trust, with 
the same discretion in the trustee to pay 
the income to the son or to accumulate it 
in the trust, but on the termination of this 
trust the principal and any accumulated 
income will be payable in accordance with 
a testamentary power of appointment granted 
to the son. Let us assume, also, that in 
each of the three trusts the trustee is given 
discretion to pay to the son at any time 
any part of the income theretofore accumu- 
lated in the trust. 


of one 


Would the son be regarded as the “pri- 
mary beneficiary” of the currently accumu- 
lated income? The report of the advisory 
group indicates that he would. Thus, the 
report states that the “primary beneficiaries 
of the currently accumulated income 
will be the persons to whom the trustee in 
his discretion may distribute such income 
from time to time.”™ Moreover, other 
examples given by the advisory group make 
clear its view that where the trustee has 
discretion to distribute the accumulated 
income to the current income beneficiaries, 
the possibility that he may retain it for 
ultimate distribution to the remaindermen 
should be disregarded.” 

There would seem to be no justification 
for ignoring the remaindermen as possible 
beneficiaries of the accumulated income.” 





5! Report cited at footnote 49, at p. 6. 

It will generally be advisable to use the 
entire principal of the marital deduction trust 
for the benefit of the wife, before making any 
distributions to her from the children’s trusts. 

53 Report cited at footnote 49, Example 1 at 
p. 6. 

% Cf. case cited at footnote 21. 

55 Report cited at footnote 49, at p. 5. 
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* Report cited at footnote 49, Example 6 at 
p. 7, and Example 8 at p. 8. 
5t Distribution to the remaindermen is a most 


likely disposition of the accumulated income, 
since distributions of income accumulated to 
the son during any substantial number of years 
are likely to come within the five-year throw- 
back rule, thus making the accumulated income 
taxable to the son rather than to the trusts. 
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The first bill for Alaska statehood 
was introduced 42 years ago, 
and additional bills have been 
introduced in every 

Congress since 1943.—Senator 
Henry M. Jackson. 


If the accumulated income is in fact dis- 
tributed to the different remaindermen of 
the separate trusts, there would be an 
injustice to them if that accumulated in- 
come were taxed as though it had been 
accumulated in a single trust. This injustice 
could be avoided by making the taxation 
of the accumulated income depend on its 
actual distribution, but this would be an 
undesirable solution since many years may 
elapse before the accumulated income is 
distributed.” 


Discretion in trustee should avoid problem. 

If the trustee has real discretion to cause 
the accumulated income of the separate 
trusts to be distributed to different persons, 
it would that there is sufficient sub- 
stantive difference among the trusts, so far 
as disposition of the accumulated income 


seem 


is concerned. Accordingly, the trusts should 
be treated as separate taxpayers with re- 
spect to that income.” 





88 Since avoidance of the five-year thowback 
rule will require that the accumulated income 
be retained in the trust for at least five years 
after the year in which it is earned and accumu- 
lated, in most cases the statute of limitations 
will run before the identity of the beneficiaries 
of the accumulated income is determined. Any 
extension of the statute of limitations for the 
inordinate length of time that may be required 
would appear to be unwarranted and un- 
desirable. 

® Whether the different persons are current 
beneficiaries or remaindermen seems of little 
importance. As a practical matter, in many 
cases the remaindermen are really the primary 
beneficiaries of the accumulated income, al- 
though a current beneficiary, usually a parent 
of the remainderman, is named to guard against 
unanticipated current contingencies. 

® Any evasion of the statute would generally 
require a subservient trustee. In the case of 
inter vivos trusts, use of a trustee who is a 
related or subordinate party subservient to the 
wishes of the grantor would result in the income 
of the trust being taxed to the grantor (1954 
Code Sec. 674). In the case of testamentary 
trusts, there is not likely to be any effective 
control of the trustee unless the beneficiary is 
given the power to remove the trustee and to 
substitute another, but the existence of this 
power may cause the income of the trust to be 
taxed to the beneficiary even though it is ac- 
cumulated. Cf. Warren H. Corning, CCH Dec 
21,189, 24 TC 907 (1955). 

In those cases where there is a subservient 
trustee and the circumstances indicate that the 


Multiple Trusts 


This would not afford any substantial op- 
portunity for evasion of the statute through 
the naming of “dummy” beneficiaries. A 
grantor or testator who wants to have the 
trust income accumulated for the benefit 
of a particular beneficiary is not likely to 
run the risk of having the accumulated 
income reach other persons whom he does 
not intend to benefit.” 

In any event, the possibility of tax eva- 
sion would appear to be outweighed by the 
disadvantages of the available alternatives: 
(1) taxing to trust the 
cumulated in several trusts, 
accumulated income will not necessarily be 
distributed to different 
may be so distributed; 
foretell, in the light of 
cumstances, whether the trustee will dis- 
tribute the accumulated income, when he 
will do so, and what beneficiaries are likely 
to receive the accumulated income; or (3) 
having the taxation of the accumulated 
income depend on how the ulti- 
mately exercises his discretion with respect 
to its distribution.” 


income ac- 
where the 


one 


beneficiaries but 
(2) attempting to 
ever-changing cir- 


trustee 


Effect of proposed legislation—The ob- 
jective of the proposed legislation has 
much to commend it. Although there are 
situations where it may be desirable, en- 
tirely apart from tax considerations, to 





trustee’s discretion to cause the accumulated 
income of the separate trusts to be distributed 
to different beneficiaries is not a bona-fide dis- 
cretion which he is exercising in good faith, 
the income accumulated in the separate trusts 
should be taxed as though it were being ac- 
cumulated for the same beneficiary. Even in 
cases where there is an independent trustee, 
where the trust instruments impose standards 
for the exercise of the trustee’s discretion, 
under which it is apparent that only a par- 
ticular beneficiary can receive the income ac- 
cumulated in the separate trusts, it would seem 
that the income should be taxed as though 
it were being accumulated for that beneficiary. 

* The advisory group does not suggest this 
alternative (3). To the extent that it advocates 
ignorinz the possibility that the trustee may, 
in his discretion, retain the accumulated income 
for distribution to different remaindermen of 
the separate trusts, the advisory group is sug- 
gesting alternative (1). On the other hand, 
the advisory group seems to be suggesting 
alternative (2) when it says that the ‘‘fact that 
the persons to whom the trustee may dis- 
tribute such income under several different 
trusts differ in some respects will not prevent 
the primary beneficiaries under the several 
trusts from being substantially the same where 
the entire beneficiary pattern of the several 
trusts makes it apparent that substantially the 
same beneficiaries will receive benefits under the 
several trusts." (Revised first report, at p. 5.) 


597 





create separate trusts for the same bene- 
ficiary, it does not follow that the income 
accumulated in these trusts for that bene- 
ficiary should be taxed to the several trusts 
as separate taxpayers. Where the income 
of the separate trusts is being accumulated 
for the same beneficiary, there would seem 
to be no objection to taxing the income 
as though it were accumulated in a single 
trust. 

On the other hand, where the income of 
each of the separate trusts is being ac- 
cumulated for different beneficiaries even 
though the receipt of the income by the 
different beneficiaries depends on the exer- 
cise of the trustee’s discretion, the several 
trusts should be recognized as _ separate 
taxpayers with respect to the accumulated 
income. 

Any legislation which is thus limited in 
its application to trusts created to accumu- 
late income for the same beneficiary, will 
not seriously interfere with the use of 
multiple trusts in achieving normal estate 


planning objectives, since trusts 
are usually created for the purpose of pro- 
viding for different beneficiaries. 


CONCLUSION 


If there is any likelihood that 
tial amounts of income will be accumulated, 
it will generally be advisable to create a 
number of separate trusts, particularly where 
provision is to be made for a number of 
different beneficiaries. Unless the creation 
of separate trusts is inconsistent with the 
grantor’s or testator’s nontax objectives, 
there is no justification for providing for 
a number of different beneficiaries by creat- 
ing a single trust so that all of the income 
being accumulated for ultimate disposition 
to the different beneficiaries will be taxed 
to one taxpayer. In any event, entirely 
apart from tax considerations, the creation 
of separate trusts to provide for the differ- 
ent beneficiaries will, in most cases, best 
serve the grantor’s or testator’s normal 
estate planning objectives. [The End] 


separate 


substan- 


| THE CONSOLIDATED RETURN—Continued from page 587 


have losses after the merger, and, therefore, 
could not be used to offset income of other 
stores (earned after merger) in the same 
corporation. 


The Libson case, while it did not apply 
specifically to a consolidated return, will 
undoubtedly have repercussions in the field 
of consolidated returns. The Supreme Court 
decision makes much to-do about the fact 
that the 17 corporations could have elected 
to file consolidated returns and, by pooling 
their income and losses, taken advantage of 
the losses of the three corporations. Now, 
by following the reasoning of the Court, 
if three loss corporations were merged into 
one member of an affiliated group, thus be- 
coming part of the affiliation, it would seem 
that (1) the unused losses of the merged 
corporations could not be deducted from 
the postmerger income of the acquiring cor- 
poration except insofar as the losses offset 
income of the merged segments of the 
business and (2) by no means could the 
losses be extended to the other members 
of the affiliated group. Furthermore, the 
sense of the Court’s opinion would seem to 
indicate that if the parent had preaffiliation 
losses, it would not be able to deduct these 


losses from its affiliate’s income after the 
affiliation. 

There is a good deal of doubt whether 
the Libson case, decided on the basis of the 
1939 Code, will apply to the 1954 Code. 
The implications, however, are serious; and 
although it is too early to know what the 
Commissioner intends to do about the Ltb- 
son case, it certainly bears most intelligent 
watching. 

A third case recently decided (American 
Pipe & Steel Corporation v. Commissioner, 
57-1 ustc 7 9590, 243 F. (2d) 125 (CA-9)) 
illustrates what might be attempted, although 
the right to benefit was denied the taxpayer. 
The taxpayer acquired an interest in a de- 
funct company with tax losses of $400,393.91, 
for a total cost of $11,248.96. Through 
consolidated returns, the losses of the ac- 
quired corporation were deducted from 
profits of the acquiring corporation in four 
years amounting to $574,949.17, reducing 
same by $400,393.91. The court denied the 
deduction on the basis of 1939 Code Sec- 
tions 129 and 141(a), corresponding to 1954 
Code Sections 269 and 1501, ruling that the 
acquisition of the subsidiary had no basis 
other than tax reduction, [The End] 





® We omit from consideration the serious ad- 
ministrative problems, both for trustees and 
for the Internal Revenue Service, which appear 
certain to result from the enactment of the law 
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in the form proposed in the revised first report 
of the advisory group. Some of these problems 
are referred to in Tomlinson, cited at footnote 
48, at p. 1182. 
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WASHINGTON TAX TALK 


Small Business Tax Revision Bill of 1958 passes House; committees 
quiz Service on late tax payments and exempt labor organizations. 


The Congress 


Action on bills.—Congress is aiming for 
adjournment about August 15. In the mean 
time, it still brings fort! 
“mouses.” 

One was the Tax Rate Extension Act 
of 1958 which extended the present cor- 
poration 52 per cent rate and the ex- 
cise tax rates to July 1, 1959. Only the 
most optimistic expected the rate to be 
reduced. This law also repealed the 4 per 
cent tax on the transportation of property. 


labors and 


The mountain continues to labor with a 
small business tax revision bill, a labor 
bill and a professional-men’s retirement bill. 

Probably because the small business tax 
bill has been so often amended, Representa- 
tive Mills and Representative Reed introduced 
two new bills, H. R. 13382 and H. R. 13383, 
each entitled “Small Business Tax Revision 
Bill of 1958.” Each bill contains three new 
provisions not in the older small business 
bills. One of the new provisions permits 
a carry-back of a net operating loss to the 
third preceding year. 
over is 


The five-year carry- 
retained. Another new provision 
permits a deduction of 20 per cent of the 
cost of depreciable property in addition to 
the ordinary first-year depreciation. And 
the third new provision provides $100,000 
minimum credit in determining the special 
surtax on a corporation’s accumulated earnings 
The retains some of the im- 
portant small business special concessions 
of the old bills, such as the deduction of 
any small business stock as an 
ordinary loss rather than a capital loss and 
the provision for payment of an estate tax 
over a ten-year period. The two new bills 
dropped the old provisions for accelerated 
depreciation for used property and the pro 
vision for taxing small 
partnerships. 


new Dill 


le ss ON 


corporations as 


Washington Tax Talk 


On July 21 the 
13382 without 


House passed H. R. 
floor amendment. 


The mountain is still laboring with H. R. 
10, a perennial which, as you can see by the 
number, was one of the first bills intro- 
duced at this session. This is popularly 
known as the Jenkins-Keogh bill. It would 
permit the establishment of voluntary pen- 
sions out of current earnings. That is, it 
would permit an individual to deduct up to 
10 per cent of his net earnings from self- 
employment when used for a retirement fund. 

So much for what has been happening 
on stage. Now let’s turn to a few items of 
interest which have occurred behind the 
scenes. 


Crossword puzzle contest——If Congress- 
man Jack Westland, of the State of Wash- 
ington, is correctly informed, he raises a 
nice point in connection with the adminis- 
tration of the income tax law. 
formed for the 
purpose of constructing a charitable non- 
profit hospital, used a crossword puzzle 
contest to raise $650,000. According to 
Congressman Westland, however, the cross- 
word puzzle contest was termed by the 
Service “an unrelated business” and, there- 
fore, its income was subject to a 52 per 
cent tax which reduced the net proceeds so 
that additional funds would be needed to 
start hospital construction. This seems to 
be in conflict with Regulations Section 
1.513-1: “The income of an exempt organi- 
zation is subject to the tax if the in- 
[is] from a business 
regularly 
organization.” 


A hospital association, 


trade or 
carried on by the 


come 
which is 


Committee hearings.—The televised hear- 
ings of the Senate permanent Subcommittee 
on Investigations have given the people of 
the country an opportunity to see for them- 
selves just what a gangster or a racketeer 
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looks like. At the beginning of these hear- 
ings some months ago, the committee was 
interested in the adequacy of present stat- 
utes, rules and regulations to cope with 
existing situations. To make such a deter- 
mination, conferences (untelevised) with the 
Internal Revenue Service indicated a need 
for strengthening the law to enable the in- 
vestigation of tax-exempt labor organiza- 
tions. The consensus seems to be that the 
Service should have the authority to deter- 
mine whether any of the dues collected 
from union members are used by union 
officials for personal gain and profit, and 
why a tax-exempt labor organization can 
refuse permission to examine its books and 
records, and whether tax-exempt status is 
rightfully deserved. 


John F. Winkle, Assistant Commissioner 
of Internal Revenue, told the committee 
that the Internal Revenue Service has the 
right under the law to audit the books of 
these tax-exempt organizations. He pointed 
out, however, that because of the pressure 
of income tax business, the Service 
relatively little auditing of these statements. 
Mr. Winkle said that the Internal Revenue 
Service was having trouble in getting union 
books for the purpose of determining 
whether or not certain labor union officials 
were defrauding the government on their 
income tax returns, This is a result of a 
circuit court decision (reversal of the 
Brewster and LaPoma contempt convictions 
by the Circuit Court of Appeals for the 
District of Columbia) which held that the 
court must determine whether the records 
of the union which had been requested were 
both relevant and material to the deter- 
mination of the liability. “The Internal 
Revenue Service would be interested in 
checking the records of any labor union 
which filed with the Department of Labor 
false reports as to compensation paid to its 
Mr. Winkle told the committee. 


does 


officers,” 
As we reported in the May issue, the 
Service has taken some action in this area. 
It issued Rev. Rul. 58-143 which 
lished certain tests to be used in 
taining whether the payment of death, sick, 
other benefits to individual 
a labor union will affect the 


estab- 
ascer- 
accident and 
members of 


union’s exemption from federal income tax 
under Section 501(a) of the 1954 Internal 
Revenue Code. Section 501(a) provides for 
an exemption from federal income tax for 
certain organizations which are listed under 


Section 501(c). Under paragraph (5) of 
subsection (c) is listed “Labor, agricultural, 
or horticultural organizations.” 
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The Internal Revenue Service takes the 
position that the operation of an established 
system for the payment of sick, death, acci- 
dent and other benefits, which members are 
entitled to receive as a matter of right in 
consideration of the payment of 
ments, has no customary relation to the 
purposes of a labor union within the con- 
templation of Section 501(c)(5) of the Code. 
Such activities are for the economic benefit 
of members in their individual capacity. 


assess- 


Where members of a labor union receive 
benefits as a matter of right through an 
established system under which they make 
contributions for such purposes, or where 
the amount of the funds used to provide 
indefinite benefits is so great as to imply a 
major purpose of the union, it is likely to 


lose its exempt status. 


The Subcommittee on Legal and. Mone- 
tary Affairs of the House Committee on 
Government Operations wanted some an- 
swers from the Internal Revenue Service 
as to why it was levying on unemployment 
compensation benefits to satisfy delinquent 
taxes, and as to the tax treatment to be 
given amounts spent by construction workers 
for travel and away-from-home expenses 
while in pursuit of their trade. Reply- 
ing to Congressional criticism of levies 
against unemployment compensation pay- 
ments, Mr. Winkle told the subcommittee 
that the Service has the legal authority to 
make such levies under Section 6334(c) 
of the 1954 Internal Revenue Code, and 
that the previous position taken by the 
Service in Rev. Rul. 57-171 under the 1939 
Code was nullified by the new subsection 
(c) added to Section 6334. He also stated 
that instructions to district directors re- 
quire that careful consideration be given 
all the facts in each case before a notice 
of levy is issued, such as the possibility of 
recovering taxes due through the sale of 
property belonging to the taxpayer, whether 
the taxpayer is relying upon such unem- 
ployment compensation payments as a means 
of support, and the amount of tax liability 
invoived. 

Also discussed by the subcommittee were 
the away-from-home expenses of construc- 
tion and the May 4, 1956 letter 
sent by the Commissioner to Representative 
Mollihan of West Virginia (5 CCH Sranp 


workers 


ARD FeperAL TAx Reports (1956 Ed.), § 6428). 


In this 1956 letter, the Commissioner indi- 
cated that he was making a detailed study 
of this problem and would publish a ruling 
at a later date. Mr. Winkle told the sub- 
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committee that the failure to publish a 
ruling can be attributed to the fact that the 
Service found the subject even more diffi- 
cult than anticipated at the time the 1956 
letter was written. Also, he pointed out that 
the Supreme Court has granted certiorari 
in the Peurifoy case (57-2 ustc § 10,045) 
involving the expenses of a construction 
worker while away from home, and that the 
Service feels no further action on the pro- 
posed ruling should be taken until the 
Supreme Court hands down its decision. 


Mr. Winkle also commented on the selec- 
tion of tax returns for auditing purposes 
He pointed out that special attention is 
given personal and business returns re- 
porting adjusted gross income above certain 
designated levels; or a combination of per- 


sonal service and business income above 
certain levels. The Service also gives special 
attention to returns involving abuses in 
claiming deductions for entertainment and 
other business expense accounts. These 
expenses include club dues, entertainment, 
travel, maintenance of automobiles, yachts, 
airplanes and company-supported residences. 
attention is given the use of 
branch established in resort cities 
for the purpose of sending business 
executives to the cities for vacations. Agents 
have been instructed to scrutinize deduc- 
tions for business trips by executives vaca- 
tioning at resort hotels, on hunting trips, in 
distant 


Close also 
offices 


sole 


attendance at sporting events in 
cities and similar nonbusiness expenses un- 


der the guise of necessary business trips. 


MANUFACTURERS’ v. WHOLESALERS’ SALES TAX BASE— 
Continued from page 582 


provements in the efficiency of distribution 
However, Canadian sentiment appears to 
be running strongly against a 
tax base, with the result that the Finance 
Minister, in his budget 1957, 
stated that he did not any 
change. 
United 
rectly to retailers have generally adjusted 
themselves, by various devices, to competi- 
tive valuations originating in conventional 
marketing channels. The favorite expedient 
here is use of the incorporated sales branch. 
Although clearly not arm’s-length transac- 
tions, transfers to such branches are treated 


change in 


speech of 
recommend 


States manufacturers selling di- 


as constructive sales where they are not 
below fair market values. Because of the 
many problems entailed by separate incor- 
poration, there is support for the 
recognition of a similar constructive sales 
price to nonincorporated branches. One of 
the unsettled valuation problems is in the 
sale of privately branded goods by a manu- 
facturer with its national brand. 


some 


own 


Although the use of a “pure” manufac- 
turers’ price, shorn of and other 
distribution costs, would appear to offer a 
good basis for valuation, experience shows 
this route is cluttered by arbitrary deter- 
which system of 


selling 


minations necessitate a 


expeditious appeals 


The experience of Great Britain attests 
that a tax based on the price paid by re- 
discrimination. On 


Australian 


tailers is not free of 


the other hand, the wholesale 


Washington Tax Talk 


tax has encountered little objection on this 
score. Because of the generally smaller 
margin between prices to retailers and the 
final market price, a tax at the wholesale 
level is more closely related to consumer 
including the f 
wholesaling, less margin for 
discrimination among different commodities 
with different wholesale margins. The pre- 
ponderance of arm’s-length transactions also 
for competitive un- 


expenditures By cost of 


there is also 


leaves less opportunity 
dervaluation. 


\ tax based on sales to retailers also has 
the advantage of greater neutrality with re- 
spect to the choice of the most economical 
However, to the extent 
wholesaling 


marketing channels. 
that it favors the absorption of 
functions by large-scale retailers, it tends 
to discriminate against the small retail store 
supplied by the independent 
Price uplifts to offset this advantage may 
but they tend to 
penalize to complicate ad- 
ministration of the tax There has been 
no demand for such adjustments in Australia, 
Britain has curbed their use. 


wholesaler. 


be used in such 
efficiency 


cases, 


and 


and Great 
at the wholesale level also involves 
in the timing of tax 
opportunity for tax 


\ tax 
discrimination 
payment, and 
pyramiding. 


less 


less 


For these reasons,! proposals for broaden- 
ing the federal sales tax base should seri- 
ously consider the advisability of shifting 
to the wholesale level. 


[The End] 
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This month's reviews of books of interest to tax men are on 
Free Society and Moral Crisis; An Introduction to Securities 
Regulation; How to Sell Yourself, Your Ideas, Your Products. 


Social Integration 
and Moral Discipline 


Free Society and Moral Crisis. Robert 
Cooley Angell. The University of Michigan 
Press, Ann Arbor, Michigan. 1958. 252 
pages. $6. 


This book deals with the peculiar prob- 
lems of social change occurring within a 
technical society—the problems of “ought- 
ness”—thus, the title: Free Society and 
Moral Crisis. Professor Angell says: “Be- 
fore we can deal with the problems of 
the moral order, we must see it clearly.” 
He helps the reader to do this by giving 
names to the moral order’s principal features : 
common values, moral norms, institutions, 
adherence, deviation, anticipatory rejection, 
problem-solving and the like. These give 
the reader some feeling for the reality of 
the moral order and some ability to see it 
as a system. 

The very cornerstone of the structure of 
society—that a society has a set of common 
values that are influential in shaping its 
way of life—is not an easily demonstrable 
proposition. A great many learned men 
who have studied the histories of all kinds 
of societies believe it to be true, but at least 
one school of thought—the Marxist—denies 
it. To the dialectical materialist, a set of 
common values is merely a resultant of pro- 
cesses generated by the relations of pro- 
duction and has no independent casual 
significance. 

“It is our contention—and it is one to 
which many sociologists would give assent 
—that societies work out what we have 
called steady states which represent a 
mutual adjustment of the ecological web 
on one hand and the moral web on the 
other.” 


“It is elementary, but terribly important, 
that the common values of a democratic 
society need to control the life of the whole, 
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to discipline effectively the strivings of the 
participants.” 


Word Pictures 


How to Sell Yourself, Your Ideas, Your 
Products. Charles E. Irvin. The American 
Press, 489 Fifth Avenue, New York, New 
York. 1958. 


This book, written primarily for sales- 
men, is filled with anecdotes and belly 
laughs. The general theme is that a good 
salesman has a definite picture in his mind 
of what he wants to do in order to make a 
sale. He must transfer this picture to the 
mind of the prospect by words. The words 
selected are those which are meaningful 
to the prospect, not words which are 
meaningful solely to the salesman. 


168 pages. $2.75. 


+ 


Isn’t this what a lawyer attempts to do 
when he argues a case before a judge, a 
jury or a commission? 


Selling New Issues 


An Introduction to Securities Regulation 
Allen D. Choka. Twentieth Century Press, 
Inc., 40 South Clinton Street, Chicago 6, 
Illinois. 1958. 165 pages. $4. 


For the attorney or the CPA who deals 
with the securing of capital through the 
issuance of stock, this book will serve as 
a review of things to be done and to be 
remembered because of the laws regulating 
securities. It is modestly priced. It contains 
an appendix which illustrates a prospectus 
and Part II of the registration statement. 


Retailers Manual of Taxes and Regulations 
Edited by Gladys M. Kiernan. Institute of 
Distribution, Inc., 25 West 43rd Street, New 
York 36, New York. Fourteenth 
1958. 423 pages. $10. 


This is the fourteenth edition of this 
publication which contains, in a loose-leaf 
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binder, charts on federal and state laws af- 
fecting retailers. The charts are based on 
laws in the following categories: sales, oc- 
cupational and excise taxes; state chain-store 
taxes; federal and state trade practice regu- 


lations; state business and occupational re- 
strictions; wage and hour regulations; labor 
relations laws; payroll taxes; and federal 
and state taxes on property, income and 
profits. 


TAX-WISE NEWS—Continued from page 552 


The returns must be produced, but the court 

should impose stringent requirements to es- 

tablish the grounds for their production.— 

Curier v. Allied New Hampshire Gas Com- 
5 7 9607 (N. H.). 


pany, 58-2 usTc 


| F you are lucky enough to win merchandise 
- prizes on a television show, here is how 
you would compute your tax on your prize. 
The manufacturer’s suggested retail selling 
price will be reported by the producer of the 
show on his Information Return 1099. 
Winners, however, will be given an oppor- 
tunity to prove that the fair market value of 
the prize is less than the suggested retail 
price—Rey. Rul. 58-347. 


Meetings of Tax Men 
Colby College—The Fifth Annual Tax 


Institute will be held on the Mayflower 
Hill campus of Colby College August 21 
and 22, The faculty presenting the pro- 
gram on tax problems are leaders from 
the fields of accounting, banking, insurance 
and law. Among this summers sponsors 
are the Maine State Bar Association and 
the Maine Society of Certified Public Ac- 
countants. Reservation may be 
made to William A. Macomber, Director, 
Division of Adult Education and Extension, 
3usiness Management Institutes, Colby 
College, Waterville, Maine. 


requests 


Ohio Society of Certified Public Account- 
ants.—The “Gold Rush,” or Fiftieth Golden 
Anniversary Convention of the Ohio So- 
ciety of CPA's, will be held Sevtember 14-16 
at the Deshler Hilton Hotel in Columbus, 
Ohio. Exhibits as well as technical 
sions have been planned for the visiting 
CPA's. 

Institution on Taxation.—The Texas So- 
ciety of Certified Public Accountants, in 
cooperation with the University of Houston, 
will hold a three-day meeting September 22-24. 
The program will consist of technical in- 
formation for the tax specialist. The co- 
chairmen are W. J. Crawford and I. E. 
McNeill. Clark W. Breeding of Dallas 
is the program chairman. Registration 
fee is $30 plus a banquet fee of $6. 


scs- 


Tax-Wise News 


University of Chicago.—On October 29- 
31 the University of Chicago Law School 
will present its Eleventh Annual Federal 
Tax Conference. The sessions will be 
held in the auditorium of the Prudential 
Building. Arch Cantrall, Chief Counsel 
of the United States Internal Revenue Serv- 
ice, will be among the speakers. 


University of Denver.—Plans have been 
made to hold the University of Denver's 
Eighth Annual Tax Institute October 29- 
31 in Denver. It is being cosponsored by 
the College of Business Administration and 
College of Law, the Colorado Society of 
Certified Public Accountants, the Colorado 
Bar Association and the Denver Bar Asso- 
ciation. Inquiries may be directed to Uni- 
versity of Denver, Tax Institute, College 
of Business Administration, University of 
Denver, Denver, Colorado. 

University of Dayton.—The Fourth An- 
nual Institute on Federal Taxation iii be 
held at the Miami Hotel October 30, 31 
and November 1 in Dayton, Ohio. The 
institute is being sponsored by the uni- 
versity’s Community Service Center, Among 
the featured speakers will be Robert S. 
Holzman, many of whose articles have 
been published in this magazine. 


New York Chapter of TEI 
Elects New President 


The Tax Executives Institute, New York 
Chapter, announced the election of Frank C. 
Wolpert as president. Mr. Wolpert is 
the tax manager for the Vick Chemical 
Company. Other newly elected officers are: 
vice presidents, Peter S. Bedrossian, Wil- 
liam Bringhurst, Robert C. Ehrhard, Wil- 
liam H. Gilsinger, Joseph L. Keane, Robert M. 
McArthur, Jr., G. C. Scherrer and John 
Seath; treasurer, Paul J. Breglia; and sec- 
retary, Robert C. Plumb. 


More Revenue but Fewer Taxes 
| ONALD E. TWITCHELL, a member 
of the Cleveland law firm of Twitchell, 


Kitchen & conceived an 
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income tax plan which would eliminate all 
other federal taxes. As a beginning the new 
federal tax law would have seven main 
points: 


“1, All federal revenues would be raised 
solely by a graduated income tax which 
would have a top limit of 50%. 

“2. Estates and gifts would be taxed only 
as income to the beneficiaries. 


“3. Corporations and trusts would be 
taxed exactly the same as individuals but 
without personal exemptions. 


“4. Capital gains would be taxed like any 
other income, with losses fully deductible. 

“5. Most of the present deductions for 
contributions, interest, etc., would be elimi- 
nated, as well as most of the tax credits and 
extra exemptions now allowed. 


“6. Social Security taxes would be com- 
puted as part of the income tax, 


“ 


7. Income for the United Nations would 
be derived from the profits on atomic and 
nuclear production for peaceful use in all 
countries.” 

The keynote of this new plan is simplicity. 
Only one tax law would be enacted, with a 
yearly adjustment setting the lowest or 
starting tax rate at a figure which would 
provide the required revenue, for example, 
10 per cent for the first $1,000 income, plus 
1 per cent for each additional $1,000 of in- 
come, and so on. If, during a period of high 
governmental expenditure, the starting rate 
of 10 per cent failed to produce adequate 
revenue, it could be raised to 14 per cent, 
18 per cent or 25 per cent, as necessity 
demanded. This would affect an individual’s 
tax by a change in his highest bracket. At 
the above three starting percentages, the 
50 per cent rate would be applicable at 
$36,000, $32,000 or $25,000, respectively. Our 
present federal budget could be met with a 
starting tax rate of 10 or 12 per cent. With 
similar determinative factors, the lowest tax 
bracket could be adjusted to 8 per cent or 
4 per cent, as conditions warranted. 

Mr. Twitchell’s plan first appeared in the 
Cleveland-Marshall Law Review for May, 
1958. It was titled “A Radical New Income 
Tax Plan” and was offered as a solution to 
the growing public dissatisfaction with our 
present system. 


Here Is More on Stern and Bess 


TANLEY P. WAGMAN wrote the arti- 
cle “How Transferee Liability Affects 
Life Insurance Proceeds” in our June issue. 
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This article appeared before the Supreme 
Court decided the cases. In commenting 
on the Court’s decisions, Mr. Wagman said: 
“It now remains for the Joint Committee 
on Internal Revenue Tax Information, the 
Department of the Treasury, or a similar 
body, to recommend to Congress, if is is felt 
that sufficient revenue is involved and it is 
deemed necessary to protect the FISC, the 
enactment of legisiation conforming with 
the dissenting opinions with regard to the 
application of federal law.” 


Justice Black wrote the dissent in Stern, 


stating: 


“In my view, liability for federal taxes 
should be determined by uniform principles 
of federal law, in the absence of the plainest 
congressional mandate to the contrary. 
Where as here Congress has provided no 
standards which define the liability of a 
transferee for the taxes of his transferor the 
federal courts themselves should fashion a 
uniform body of controlling rules which 
fairly implement the collection of govern- 
ment revenues, It can hardly be de- 
nied that uniformity in the imposition and 
collection of federal taxes has always been 
regarded as extremely this 
country. 


desirable in 


“Here, Congress has never directed that 
the tax liability of a transferee be deter- 
mined by state law. The legislative history 
of § 280 of the Revenue Act of 1926 cer- 
tainly falls far short of a congressional 
mandate to that effect. Prior to that Act 
the federal courts had applied general prin- 
ciples of equity to determine the liability 
of transferees for federal taxes, without re- 
gard to state law, except for a few instances 
where state statutes apparently were more 
favorable to the Commissioner. Both Sen- 
ate and House Committees emphasized that 
§ 280 was simply a procedural provision not 
affecting the substantive liability of a trans- 
feree as it had been previously developed 
by the federal courts. And the House 
Conference Committee went on to express 
the hope that the newly created Board of 
Tax Appeals would gradually fashion a 
uniform body of principles to govern trans 
feree liability. All this is hardly con- 
sistent with the notion that state law was 
to be decisive; if anything, it indicates 
precisely the contrary. It might be added 
that the Tax Court, measuring up to the 
expectations of the House Committee, has 
persistently endeavored to develop 
sistent standards to determine transferee 
liability despite the opposition of several 
Courts of Appeals.” 
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STATE TAX NEWS 


Alaska 
Wy Bar see statehood should be con- 


ferred on Alaska is a question which 
provokes a number of other questions, 
none of which is readily answerable. Who 
is in favor of admission? Will admission 
benefit both Alaska and the union? How 
will a forty-ninth state affect the tax status 
of the union and the new member? 


Article 4, Section 3, of our Constitution 
states simply that “states may be admitted 
by Congress into this union.” This bald 
statement in the Constitution does not pro- 
vide for admittance into the union on con- 
ditions. Ours is a union of states, equal in 
power and dignity and authority, and no 
new state should come into the union un- 
equal in power. However, conditions were 
imposed upon the admittance of Oklahoma, 
Nevada, Nebraska and Utah. A condition 
to be imposed on Alaskan admittance is the 
cession of some 1% million acres to a fed- 
eral defense area. Can such a condition for 
admission be imposed? When Oklahoma 
was admitted to the union on the condition 
that the capital remain at Guthrie, Okla- 
homans went to the Supreme Court and 
relocated their capital at Tulsa. The Court 
held that no condition of admittance could 
be constitutionally imposed. 


Are the Alaskans themselves in favor of 
statehood? In 1945, a referendum on the 
general question of statehood attracted only 
16,000 voters of whom slightly over 9,000 
voted in favor of statehood and a few over 
6,000 voted in opposition. In two of the 
territory’s four judicial districts, a majority 
of citizens voted against statehood. In 1955, 
the Alaska Territorial Legislature ignored 
a petition signed by 5 per cent of the ter- 
ritory’s registered voters 
referendum of immediate 
voted instead to call a constitutional con- 
vention. In April, 1956, there was a vote 
on the proposed adoption of the “Tennessee 


requesting a 
statehood, and 


State Tax News 


Statehood Plan.” This outcome was 60 to 
40 per cent in favor of the plan. 

When Tennessee became a 
a population of 105,000, or one fifth of 
the nation’s 5,300,000 people. Alaska has 
206,000 inhabitants of which 41,000 are mili- 
tary personnel; 6,640 are civilian military 
employees; 36,000 are dependents of mili- 
tary personnel and 
ployees; 8400 are 
employees; and 33,860 are native Indians, 
Eskimos and Aleutians. Another way of 
looking at these that there are 
92,000 temporary residents and 80,000 per- 
manent inhabitants, excluding about 34,000 
natives. Alaska, at the present time, has 
only 0.0853 per cent of the total population 
of the nation. 


state, it had 


civilian military em- 
federal government 


figures is 


One of the witnesses who appeared be- 
fore the Senate committee last year said: 
“They will let us vote on anything under 
the sun except the bull’s question, 
‘Are you in favor or against immediate 
statehood for Alaska?” Informed opinion 
in Alaska has suggested that statehood be 
considered for the future, say ten 
Then Alaska can prepare to pay the 
cost of statehood. 


eye 


years 


hence 


As a state, Alaska would have to finance 
a fish and wild life administration; a state 
court system; highway construction and 
maintenance; construction and maintenance 
of essential courthouses, jails and administra- 
tion buildings, a state legislature, the office of 
governor, and other state house offices; the 
administration of the state domain; and a 
debt service. As a state it would have to 
give up between $122 and $150 million now 
received from ‘ie federal government, and 
this feder7”’ sv rt provides about 
thirds o .. ritory’s income. 


Alaska as a 


two 
Benet vuming to 
would \ 

(1) full mineral rights to certain lands 
from federal areas which it could 
lease but not sell; 


state 


selected 
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(2) an allowance of $15 million toward 
the cost of surveying these new lands; 

(3) 70 per cent of the net proceeds from 
the sale of seal and sea otter skins from 
the Pribilof Islands; 


(4) 90 per cent of the profits from gov- 
ernment coal mines and operations under 
the Minerals Leasing Act, of which 37% 
per cent of the latter would be earmarked 
for roads and schools; 

(5) 5 per cent of the net proceeds from 
sales of public lands to be earmarked for 
school purposes; 


(6) for ten years, 37% per cent of the 
proceeds from national forests, and 25 per 
cent thereafter; 

(7) full title to submerged tidelands. 

As further concessions, the special ter- 
ritorial-highway matching formula would 
be continued to relieve the state of full 
participation in the federal-aid highway pro- 
gram and thereby reduce the amount of 
funds it would be required to put up on a 
matching basis. 

The present territorial court would be 
allowed to continue its local functions up to a 
period of three years to permit the Alaskan 
judicial system sufficient time to be organized. 


The federal government would reserve 
the right to make a national defense with- 
drawal of the sparsely populated northern 
and western half of the territory, with the 
understanding that in exercising that op- 
tion, it would bear the cost of administer- 
ing the areas over which it assumed control. 


As a state, Alaska’s one great hope for 
economic progress would lie in a boom in 
the development of its great mineral poten- 
tial. And this might come soon. 


On July 23, 1957, oil was discovered on 
the Kenai Peninsula, lying just southwest 
of Alaska’s largest city of Anchorage. On 


June 30, 1957, the Bureau of Land Man- 
agement had under lease, or subject to 
pending application, 614 million acres. Some 
ten months later, 40 million acres were un- 
der lease or subject to pending application. 


So Alaska expects that income from oil 
and gas operations during 1958 will produce 
$2,600,000; and by 1960, $8,200,000; and 
$15,000,000 by 1964. She expects approxi- 
mately $1,500,000 from 70 per cent of the 
net revenues of the Pribilof Islands’ seal 
fishing, now wholly a federal operation. 
The new state expects to garner $500,000 
per year from fines, fees and forfeitures 
through the court system. 
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ON RRS ESSN EE LEE I IE EO SOLD SEELEY L EID 
Per 
Cent of 
Total 


Total 
Collections 


Revenues—Tazxes Collected 
Account Classification 

Amusement and gaming de- 
vices oa $ 

Automobile license  regis- 
trations 


76,379.50 0.34 


818,591.45 3.61 
Business licenses 1,694,068.48 7.47 
Certificates of title 97,574.50 43 
Motor vehicle lien fees 26,666.00 12 
Dog licenses 289.00 
Drivers’ licenses 113,307.50 .50 
Fisheries: 
Cold storage 
processors 
Cold storage, 
ships 
Fish trap licenses 
Fishermen's licenses, resi- 
dent 
Fishermen's licenses, non- 
resident 
Gill net licenses 
Raw fish tax 
Seine net licenses 
Sport fishing and hunting 
licenses 
Inheritance tax, interest 
Inheritance tax, principal 
Liquor, excise taxes 
Mines and mining 
Miscellaneous fees 
Motor fuel oil tax 
Motor fuel refund permits 


Net income tax 


Property tax 
Punchboard tax 


School tax 


Tobacco tax 
Prepaid taxes, 
account 
Liquor license application 
fees ; 
Liquor licenses 


and fish 
94,852.36 
freezer 
13,114.62 
47,200.00 


78,650.00 


81,415.00 od 

9,568.00 04 
2,119, 705.90 9.34 

18,460.00 .08 


164,309.78 .72 

3,830.48 .02 

44,592.14 .20 

2,055,472.60 9.06 

30,289.11 13 
119.05 
3,508,502.24 
320.50 
9,486,744.84 
524.76 
1,980.00 
557,582.15 
1,051,606.82 

suspense 

11,565.20 


20,750.00 .09 
456,500.00 2.01 


$22,684,531.98 100.00 


Total 


In the year 1957, Alaska collected 
$22,684,531.98 in taxes. The major portion, 
or 41 per cent of this amount, came from 
a net income tax. 

As a territory, the tax system of Alaska 
follows the general pattern of the tax 
systems of the states. As a territory, Alaska 
does not have a sales tax, but it does im- 
pose “doing business” taxes, a net income 
tax, a business license tax, and taxes on 
alcoholic beverages, motor fuel, motor vehi- 
cles and cigarettes. In addition, it has a 
fisheries tax, an inheritance tax and a 
tax on property. 

The “doing business” tax is in the nature 
of initial fees on domestic and foreign 
corporations. 

The net income tax is imposed on all 
resident and nonresident individual fiduciaries, 
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corporations and banks. The tax is based 
on all income derived from sources within 
Alaska, and the rate for individuals, fidu- 
ciaries and banks is 14 per cent of the 
income tax payable for the same period to 
the federal government on the same income. 
The corporation rate is 18 per cent. The 
income tax is withheld from wages and 
salaries. 

The business license tax, or gross re- 
ceipts tax, is an annual fee imposed on 
anyone engaged in any trade, profession or 
business—except fisheries, except liquor busi- 
nesses, except insurance businesses and ex- 
cept mining operations. (There are special 
taxes for these occupations.) The tax on 
gross receipts is 0.5 per cent of receipts in 
excess of $20,000, and all gross volume in 
excess of $100,000 is taxed at 0.25 per cent 
But each business will pay a license fee of 
$25 (except banks, trust companies, etc.). 
\ business with gross receipts of $125,000 
would pay the $25 license fee plus 0.5 per 
cent on $80,000 plus 0.25 per cent on $25,000 


The fisheries tax is imposed on anyone 
engaged in commercial fishing and canning, 
such as the salmon canneries (shore based 
or floating), herring processing plants, and 
crab and clam canneries. The tax is based 
on the value of the raw products produced 


The inheritance tax is on a transfer of 
property occasioned by death. The law con- 
tains personal exemptions and the rates 
begin at 1 per cent on the first $15,000, 
after exemptions. 


In addition to the usual real and personal 
property taxes, cities in Alaska may levy a 
poll tax and a consumer sales tax. 


Statehood will not tpso facto cure all her 
economic ills with the stroke of the last 
signer’s pen. Alaska lacks the ability to 
attract reasonable amounts of risk capital. 
The limited population does not provide a 
sufficient market for consumer goods pro- 
duced by small business. Transportation 
costs are high because carriers cannot get 
pay loads both ways. Alaska must import 
paper, cement, petroleum and food because 
little or none is produced there, although it 
could be. Virtually all consumer goods, in 
cluding 90 per cent of the food supply, must 
be shipped from the United States. The 
money which most Alaskans earn is spent 
largely outside of the country. 


How will the addition of this forty- 
ninth state benefit the union? This ques- 
tion might be answered with another: Will 
the admission of Hawaii, Guam, Puerto 
Rico or the District of Columbia benefit 
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the union? The admission of Alaska is cer- 
stir up renewed pressure for the 
admission of these possessions to statehood. 
As one Congressman says: “The admission 
of Alaska is the opening of Pandora’s box.” 


tain to 


State Tax Cases Before 
United States Supreme Court 


Prior state tax decisions may lead many 
to think that the commerce clause of the 
Constitution is an “iron curtain” protecting 
the firm doing interstate business from the 
state tax collector. Minnesota is one of 
those states which does not think this is so. 
It pierced this iron curtain with the North- 
western States Portland Cement Company 
decision. The Minnesota Supreme Court 
held that a nondiscriminatory state tax 
upon the net income of a foreign corpora- 
tion engaged solely in interstate business, 
which is fairly apportioned to and measured 
by that part of the net income which is 
derived from business done within the state, 
contravenes neither the due process clause 
nor the commerce clause. The incidence 
or subject of the tax is not the privilege of 
engaging in, or continuing to engage in, 
interstate commerce, but is, instead, those 
income-producing activities which, though 
indirectly related to interstate commerce, 
have become separated from the flow of 
that commerce and have become so local- 
ized within the state as to compete with 
and enjoy the benefits and the advantages 
of a local business, and which, as localized 
commerce, ought to pay their own way, not 
place other local businesses at a competitive 
disadvantage. 


Virginia is another state which holds no 
fear of taxing a purely “interstate” business. 
The Virginia Supreme Court of Appeals 
affirmed an order of the state corporation 
commission which denied Railway Express’s 
application for refund of franchise tax 
assessed against it. The court held that the 
Virginia franchise tax is a property tax and 
that the commerce clause does not shield 
interstate business. 


Both of these decisions are on the Supreme 
Court docket. The question is whether this 
Supreme Court will overturn earlier prece- 
dent and permit the state taxes to stand. 
A decision in favor of the states would have 
wide effect on business done across state 
lines. This diverted into 
two channels by reason of prior decisions. 
In one, a business “qualifies” within a state, 
thus becoming subject to the tax laws of 
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business has been 





that state. In the other, a business so con- 
ducts its operations as to be classified as 
doing an interstate business, thus escaping 
the imposition of state taxes. If the United 
States Supreme Court backs up the state 
courts in these decisions, the commerce 
clause will no longer be an iron curtain 
barring state taxes on interstate business. 


Divorcee's Insurance Proceeds 
Not Subject to Estate Taxes 


While it is usually true that all bene- 
ficiaries of an estate have their shares 
reduced by a proportionate amount of the 
federal taxes levied against the estate, this 
was not the case in a recent New York 
decision (Estate of Porter, New Yor« Es- 
rATES—WILLs—Trusts { 30,690, 139 New 
York Law Journal 7 (May 27, 1958) ). 


In this case, a divorced wife was held not 
liable for an apportioned share of the fed- 
eral taxes on an estate which included the 
proceeds of life insurance policies taken out 
and maintained by the decedent as part 
of a separation and divorce contract. The 
policies were in the sum of $100,000, payable 
to the divorced wife as beneficiary and with 
ownership vested in her. 


The $100,000 was included in the estate 
by the federal taxing authorities. Since 
the divorced wife was a beneficiary of the 
estate, should pay her share of the 
taxes, said the executors of the estate. Not 
so, said the woman, and the case went to 
court. The Surrogate Court of New York 
County agreed with the lady. “Sustained,” 
said the court, when she stated that since 
she was a contract creditor of the estate for 
the full amount of the life insurance pro- 
ceeds payable under the terms of the sepa- 
ration agreement and was, paid 
creditor of the decedent by reason of her 
ownership of the insurance policies, she, 
therefore, was not liable for the payment 
of any estate taxes levied against the estate. 


she 


al so, a 


Favorably endorsing the woman’s views, 
the court stated: 
a contractual 


“The decedent was under 


obligation to procure and 


maintain life insurance policies upon his life 
in favor of his former wife in a stipulated 


amount. She was vested with ownership 
of said policies and was entitled upon his 
death to receive the exact amount con- 
tracted for. The amount due a contract 
creditor of an estate is not subject to diminu- 
tion by reason of the payment of estate 
taxes mf 
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State Variation in Ratio 
of Assessed Value to Sales Price 


While the assessed value of nonfarm 
residential properties involved in measur- 
able sales in South Carolina during a six- 
month period in 1956 was only 6 per cent 
of the market or sales price, in Rhode 
Island the assessed value for the same type 
of properties was 59.9 per cent of market 
values. This wide variation in assessment 
practices among the states is revealed in 
a recent publication of the Bureau of the 
Census entitled Assessed Values and Sales 
Prices of Transferred Real Property 


The data presented were obtained by 
the bureau’s 1957 Census of Governments. 
Included in the report’s studies of assessed 
value to market value ratios are nonfarm resi- 
dential properties, single-family nonfarm 
houses, acreage and farm properties, vacant 
lots, commercial properties and industrial 
properties. All figures represent properties 
involved in measurable sales during a six- 
month period of 1956. The figures provide 
ample evidence of the wide variation by 
states in the valuation of real property. 

In total, property subject to local general 
property taxation in the United States ts 
valued on the tax rolls at approximately 
$280 billion. Of this figure, locally assessed 
real property accounts for $210 billion, per- 
sonal property for $48 billion and _ state- 
assessed property—mainly railroads and 
other utilities—for $22 billion. Of locally 
assessed real property, $58 billion 
what more than fourth) is accounted 
for by commercial and industrial property. 


(some- 


one 


A table presenting the ratio of assessed 
value to sales price, by selected states, for 
commercial properties involved in measur 
able sales during the 1956 six-month period 
is as follows (the percentage is expressed 
as a simple sales-based average ratio and 
the plus-and-minus variation presented in 
the government table is omitted) 


Ala. 17.6 Ky. oe 
Ariz. 12.0 La. ( Yhio 
Ark. 11.7 Me. Okla. 
Calif. 18.4 Md. Ore. 
Colo. 26.2 Mass. 35. Pa. 
Conn. 52.8 Mich. m3. 
D.C, 54.4 Minn. S. D. 
Fla. 31.8 Miss. Tenn. 
Ga. 21.7 Mo. Tex. 
Ill. 44.5 Neb. Va. 
Ind. 21.6 Nev. Wash. 
la. 18.0 N. H. W.Va. 44.2 


Kan. 22.8 N. J. Wis. 53.4 
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78.7 
43.0 
25.6 
19.6 
39.5 
73.8 
42.9 
26.6 
17.6 
28.8 
20.8 
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MAIL TODAY! 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave., Chicago 46, III 


. . A 
® Designed to Work for You @ Made to Be Seen G). 
CCH’s Long-lasting ACCESSORIES 


Order Yours Today! 


CCH'’s “Eve-Saver” Reading Easel 
e ' 


e cuts look-up time ® clears your desk for action 


@ puts “ease” in your work 


rrim, practical, this all-new Reading Easel lets you select the 


reading angle that 


1 


suits you best 


lets you position your 
} 


reference book, Reporter Volume, or chart to reduce glare 


plus eyestrain 


Important, too, it unchains additional 


lesk space for other pertinent Volumes, papers, magazines, 


etc. Adds greatly to 


Made of sturdy, 


ethcient operation. 


long-wearing hardboard, with gleaming 


iano hinges, it’s light in weight BUT does a man-sized job 
S b os 

Finished satin smooth, in modern office-metal gray, the Read- 

ing Easel blends easily with today’s office equipment. 


No setting up! No assembling required! Comes ready for 


immediate use! 


Send for our own use or distribution and not for 
resale CCH ‘“‘Eye-Saver’ Reading Easels 


at $4.75 each, postpaid. 


Price, $4.75 each, delivered anywhere in 
the Continental United States 


Remittance herewith Send bill 
Handy CCH ZIPPER CASE 


e Needed for Carrying Selected Report Pages 
e Indispensable for Outside-the-Office Use 


Send CCH Zipper Cases indicated below 


We enclose $ for CCH Zipper 
Cases at $9.75 each, postpaid. Gold stamp 
one line, maximum 18 characters—as follows 


Especially made to meet the specialized requirements of CCH subscribers, this 

Please print or typewrite name to be handsome Zipper Case goes anywhere you want it to. It’s at home in the courtroom, 
gold stamped. client’s office, on your desk or on the train. Scaled to fit standard CCH Report 

pages, it conveniently keeps important information with you for quick reference. 


Constructed to last, this handy Case is made of genuine top-grain cowhide, cut and 
sewn to exacting specifications. Don’t worry about room . . there’s plenty! 
['wo wide inside pockets, a full-opening zipper fastener, with leather gussets, 
combine to accommodate up to 500 CCH Report pages, all held securely in place 


by five 114” rings. 
We understand gold-stamped cases are not 
returnable Exclusive with CCH, these Zipper Cases are not 
ivailable elsewhere, cost far less than those of the 
Send us CCH Zipper Cases, without gold nearest comparable type 
stamping, billed at $9.75 each, postpaid. We Personalized, Too! 
understand we may return the cases for full 
credit within 15 days after receipt, if not 
satisfied. 


Signature & Title : _— : 
ene _ Price, $9.75 each, delivered anywhere in 
: the Continental United States 
Firm 


FILL IN AND MAIL THE ATTACHED ORDER CARD NOW! 
Attention 


Accessories Available Only from 
CH, PropbucTs, COMPANY 


BOOKS BY MAIL 
4025 W. PETERSON AVE., CHICAGO 46, ILLINOIS 


Street & Number 


City, Zone & State 
If ordering by letter or purchase or: 


please attach this card.) 





